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“Three Important New Books 


The Flexible Budget 


By Jonn H. Wrx1ams, Consulting Management Engineer. 285 pages, $2.50 


In this vigorous treatment of the dynamics of budgeting as a tool of efficient management, the 
author approaches the subject from the standpoint of the executive rather than the accountant. 
The book gives a step-by-step account of the procedure of setting up a budget and making it 
work, and shows how a budget may be used to organize, codrdinate, and stimulate the activi- 
ties of executives, increase efficiency, and control expense. The methods presented are the out- 
growth of long practical experience. The Flexible Budget is unique in that it contains a full set 
of budgets, with working papers and the necessary explanation of how they are madd and used. 


Federal Securities Act Procedure 


By J. K. Lasser, C.P.A., and J. A. Gerarpi, Member of the Bar of District of Columbia. 388 
pages, $4.00 


Here is a clear, concise, non-technical treatment which fully interprets the Securities Act, as 
amended, in all its aspects. The authors explain the conditions, requirements, and liabilities of 
issuing and registering securities, and describe the procedures of compliance with the Act, in- 
cluding the preparation of necessary forms and data. The book contains an interpretative study 
of the activities of the accountant in the preparation of the statement and a suggested audit pro- 
gram to meet the peculiar liabilities of the law. The book also outlines the work of the account- 
ant in preparing and certifying to the form. Federal Securities Act Procedure is replete with 
cross references, citations, official promulgations and rulings by the body charged with the ad- 
Ministration of the Act. 


Problems in Accounting 


By W. Arnotp Hosmer, Associate Professor of Accounting, THomas H. SANpERs, Professor of 
Accounting, and ArrHur W. Hanson, Associate Professor of Accounting, Graduate School of 
Business Administration, Harvard University. Harvard Problem Books, 465 pages, $4.00 


Presents 108 cases, of which 101 have not previously been published, intended to promote a 
broad view of accounting and its relation to other fields of business. In sequence the book fol- 
lows current practice in the arrangement of the balance sheet and operating statement. Matters 
of pure technique are considered only as they are necessary to an understanding of accounting 


problems. Bookkeeping is presented as a flexible technique which is adaptable to particular busi- 
hess situations. 
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ANNO UNCING: 


BUDGETING 


By Prior Sinclair, Certified Public Accountant 
Member of the firm of Lybrand, Ross Bros. & Montgomery 


Most able presentation, by a practical author- 

ity, of latest and best practical methods, in- 

cluding estimating and constructing the budget, 

systematically revising as necessary, and managing 
by the budgets. 

This book covers every working problem, as met 
in moderate-sized, small, or large concerns today, 
either mercantile or manufacturing—determining 
what to budget, selecting the budget period, the 
responsibilities of all members of the organization 
in budgeting work, preparing the estimates, putting 
the budget in working form, safeguard by proper 
approvals, and tie-up of budgets and management 
devices for operating to realize the budget. 

Buncetinc offers much important information 
not heretofore easily available. It completely visual- 


ALSO: 


izes the budgetary control system, with 14 major 
budgets, and auxiliary schedules, reports, and pro- 
cedures. It contains over 160 working forms, tables, 
and charts. All recommendations are drawn from 
successful practice. It gives the latest ideas in co- 
ordination of budgeting methods with management: 
extension of budgetary control to percentages and 
ratios, as well as amounts; use of graphic methods 
for complex problems, etc., etc. 


21 chapters cover: Practical Business Planning. Essentials 
for Successful Budgeting. The Master Budget. Budgeting 
Finances. The Estimated Profit and Loss Statement. Sales, 
Production, Materials, Purchases. Labor and Payrolls, 
Manufacturing Expense. Selling Expense. Advertising Ex- 
pence. Management Expense. Plant and oe. Retail 

ferchandise. The Budget Manual. Budget Analysis. The 
Profit Realization Chart. Budget Reports and Charts. 


—438 Pages, $5.00 


New Fifth Edition of 


AUDITING 


By Robert H. Montgomery, Certified Public Accountant ; 
Counsellor-at-Law; member of the firm of Lybrand, Ross Bros. & Montgomery 


N ITs successive editions, this famous book has 
been the accepted American standard on this 
subject for over 20 years. Since publication of the 
4th edition in 1927, the whole course of the auditor’s 
ractice has changed profoundly—in his viewpoint, 
in his methods, and in conditions of his work. For 
this new 5th edition, the book has been entirely re- 
written to meet these new-day requirements. 
Every accountant, at whatever stage of his train- 
ing or experience, will have continual use for 
AupiTinc. It is far more than a guide to follow in 
making an audit or investigation. It offers the 
timely, practical advice of one of the most eminent 
authorities of the day on the points that call for 
judgment in applying the standards of sound busi- 
ness practice and sound accounting principles to 
particular situations. 
In the course of his tremendously broad and 


varied practice, Mr. Montgomery has had unsur- 
passed opportunity to observe and compare methods 
and results in companies of all sizes and in all 
lines—to analyze conditions reflected in their ac- 
counting figures and to trace these conditions back 
to specific financial and operating policies. His 
opinions and suggestions as set down here cannot 
fail to benefit anyone concerned with accounts. 


32 chapters cover: The Auditor and His Work. Purposes 
and Advantages of an Audit. Auditing Methods and Pro- 
cedure. Preparatory Considerations. Balance Sheet Content 
and Form. Cash. Receivables. Inventory—Verification, Valu- 
ation. Investments. Fixed Assets, Tangible. Prepaid Charges. 
Intangible and Contingent Assets. Liabilities—Current, 
Long-Term, Contingent. Capital and Surplus. Income Ac- 
count—Verification. Depreciation and Depletion. Interest. 
Branch Audits. Consolidated Statements. Partnerships, Joint 
Ventures, Fiduciaries. Investigations. Auditor’s Reports, 
Auditor’s Certificates. Legal Rights and Responsibilities of 
Auditors. Liabilities of Directors. 


—780 pages, $6.00 
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Vout. IX 


DECEMBER, 1934 No. 4 


HOW INFLATION AFFECTS BALANCE SHEETS 


Henry W. SwEENEY 


asserted his intention to raise the gen- 

eral level of prices in the United 
States, if not by one means, then by an- 
other. This intention has been systemati- 
cally and tangibly followed. On March 6, 
1983, the redeemability of the dollar in gold 
was discontinued ; on February 1, 1984, the 
gold content of the dollar was officially 
reduced 40.94% ; on June 19, 1984, a sil- 
ver purchase act was- approved; and on 
August 9, 1934, Section 7 of this act, the 
section relating to the nationalization of 
silver, was made operative. 

Thus far, it is true, the general level of 
prices has not risen much.’ But largely for 
this very reason, especially in view of the 
President’s avowed intention, inflation in, 
at least, a modified form must still be con- 
sidered an imminent probability (as foreign 
money centers certainly seem to insist on 
regarding it). 

Economists and accountants have looked 


Pers ROOSEVELT has repeatedly 


*Practically the only ‘iii prepared index 
number that purports to measure the general price 
level in the United States is Carl Snyder’s revised 
general index, which is prepared and published 
as a monthly series under the auspices of the Fed- 
eral Reserve Bank of New York. As this article 
is being prepared, the most recent index in this 
series is that for May, 1934. It stands at only 137, 
as compared with 127 for May, 1933, and 182 for 
May, 1932. One writer, however, apparently meas- 
uring inflation in the United States by other than 
the general index, declares: 

“In no year of French inflation was there a rise 
as rapid as that experienced in the United States 
in 1933.” Wright, P. G., Inflation and After, con- 
densed from a report prepared for the Duke En- 
dowment, 7. (Original quotation taken from 
E. The Dollar, the Franc, and Inflation, 
p. 58. 


at the prospect of inflation from different 
basic points of view. Some have thought 
principally of the effects that inflation will 
have upon business profits, hence upon em- 
ployment and power to pay debts. Others 
have thought principally of the effects upon 
real wages and the standard of living. And 
others have concentrated their attentions 
on the effects upon accumulated capital, 
such as savings, or upon stock-market 
prices or public finance. 

But none seem to have given any thought 
at all to the effect that inflation is sure to 
have upon the ability of our economic key 
men to choose wise courses of economic 
action for us. 

In practical business life these key men 
are the managers of business enterprises, 
whether large or small. These men may be 
filling the réles of entrepreneurs, or they 
may be merely the paid servants of the real 
entrepreneurs. But in any case the direction 
of economic activity, and the amount and 
intensity of it, are determined by these 
men. If they decide to produce more or less 
of certain products and services, then land, 
labor, and capital will be employed for 
those purposes. If they choose wisely, i.e., 
if there are current or future economic 
needs for the things that they decide to 
produce, then all these factors of produc- 
tion, including themselves as a factor, will 
be satisfactorily rewarded. If, however, 
they choose unwisely, then their products 
will be unsaleable at prices sufficiently high 
to remunerate satisfactorily all these fac- 
tors of production. And as the making of 
unwise decisions by them increases, so will, 
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other things being equal, impairment of 
capital, unemployment, reduced purchasing 
power, and economic misery increase. 

But the business manager makes his de- 
cisions largely on the basis of the account- 
ing statements that are periodically sub- 
mitted to him by his assistants. 

These statements consist mainly of the 
“balance sheet” and the “income state- 
ment” (frequently called the “profit-and- 
loss statement.”) The balance sheet sets 
forth the assets, liabilities, and net worth 
of a business enterprise as at a specific in- 
stant; and the income statement sets forth 
the detailed revenues, expenses, and net 
profit for the business year or period. The 
balance sheet has usually been regarded as 
the main accounting statement, largely be- 
cause it presents an inventory of financial 
condition, and also, when regularly pre- 
pared, serves as a means of periodically 
checking up on the extent of progress. 

“Inflation, however, almost invariably 
makes the balance sheet inaccurate, and the 
degree of inaccuracy coincides more or less 
with the degree of inflation. Hence, the re- 
sult is that society depends for the satis- 
faction of its economic wants upon the busi- 
ness manager ; he depends for his guidance 
largely upon the balance sheet,—and in a 
time of inflation the balance sheet becomes 
wrong. Worse, it does not become obviously 
wrong, except in extreme cases. / 

It is the purpose of this article to show 
how wrong the presence of inflation can 
cause balance sheets to become. The balance 
sheets of representative European com- 
panies have been selected for this purpose. 
The reason is a twofold one. First, no other 
practical examples, certainly none for com- 
panies in the United States, appear to be 
available (at least, from published re- 
ports). Second, the European experiences 
with inflation were so extreme as to bring 
into clear relief the true natures of prin- 
ciples that, otherwise, might remain ob- 
scurely understood. 

There are plenty of good European ex- 
amples available. For, first, the great de- 
grees of inflation prevalent there during 


The Accounting Review 


and following the recent world war even. 
tually caused common sense as well as lay 
to insist, in many instances, that enter. 
prises eliminate the distorting influences of 
past inflationary years and find out their 
underlying financial situations. And, see- 
ond, a large proportion of the resulting 
balance sheets of that period showed finan- 
cial condition in not only a gold money, 
but also the inflated, paper money of the 
country. 

During the inflation period the great 
majority of Europeans measured the value 
of money on the basis of gold, either be 
cause the law required it or because, being 
the common method, it was more common- 
ly understandable. But since gold itself 
varies in value, i.e., in general purchasing 
power, the value of money must be meas- 
ured, in the last analysis, on the basis of 
general purchasing power or, for the most 
part, on the basis of “the quantity of the 
necessaries and conveniences of life which 
are given for it” (as Adam Smith said with 
reference to the real value of labor). Hence, 
inflation should be measured with regard to 
the purchasing power of money over goods 
and services in general, and not over gold 
alone. 

President Roosevelt and his leading mon- 
etary advisers understand this. For they 
have tried to use the gold value of the dol- 
lar as simply a means of raising the level of 
prices. But most of the critics of their “ir 
flation policy” apparently do not under- 
stand this. And since the critics have been 
both many and verbose, most discussions 
of the prospect and presence of inflation 
in the United States have been, improper 
ly, approached from the standpoint of the 
decrease in the purchasing power of the 
dollar over gold, rather than over goods 
and services in general. 

However, despite the fact that inflation 
is better judged with reference to general 
purchasing power than to gold, European 
balance sheets, which used the gold basis, 
will still serve as highly satisfactory illus- 
trations. For the effects of inflation upon 
the accuracy of balance sheets are funda- 
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How Inflation Affects Balance Sheets 


mentally the same, regardless of which basis 
is used. 

But before the deleterious effects of in- 
flation upon balance-sheet accuracy are 
considered in detail, it will be best to con- 
sider briefly at this point the fundamental 
reason for such effects. 

Why Inflation Makes Balance Sheets 


‘ Deceptive. A change in the underlying value 


of a money unit, such as the decrease in 
value accompanying inflation, causes many 
of the financial figures in business to become 
non-uniform, dissimilar, heterogeneous in 
nature. These heterogeneous figures, never- 
theless, find thir way into the balance sheet 
and the profit-and-loss statement because 
accounting persists in using for all its pur- 
poses the plain, unaltered figures at which 
actual business transactions are finally 
consummated, even though the transactions 
extend over a period in which the value of 
the money unit continually changes! 
Accounting, in other words, consciously 
handles only form instead of substance in 
so far as the value of the money unit is 
concerned. It looks at the body and ignores 
the essence of each business value or trans- 
action. If, for instance, while the value of 
the dollar continued unchanged, $20,000 of 
cash was spent from a fund of $100,000, 
thereby reducing the physical quantity of 
the cash to $80,000, conventional account- 
ing would (properly) record a decrease of 
20%, viz., $20,000, in the substance of the 
cash. But if while the value of the dollar de- 
creased 20%, $100,000 of cash continued 
unchanged in physical quantity, although 
obviously being reduced to $80,000 in terms 
of the former value of the dollar, conven- 
tional accounting would (improperly) ab- 
solutely ignore such an equivalent, under- 
lying decrease of 20%, or $20,000, in the 
substance of the cash. Nevertheless, the 
$100,000 remaining at the end of the 
period in this second case would be express- 
ed in a dollar of lower value than would the 
$100,000 at the beginning of the period; 
and because the two $100,000 amounts 
would be logically and mathematically dis- 
similar as regards the values of the dol- 
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lars in which they were expressed, they 
should not be combined or compared. 
Studies of German experience with the 
depreciating mark clearly reveal the na- 
ture of the error that results from combin- 
ing or comparing amounts that are meas- 
ured in money units of dissimilar value (al- 
though only the relationship between paper 
and gold moneys is usually shown thereby, 
rather than, as would be more proper, be- 
tween gold money and its general purchas- 
ing power). For in the later years of the 
inflation period in Germany the mark fell so 
fast in value that a true picture of the 
growth or decline in the underlying sub- 
stance of accounting data was unobtain- 
able from a comparison of many of the 
book figures for one month with those for 
even the month before. The average gold 
worth of a mark in, for example, Septem- 
ber, 1922, was more than five times that 
of a mark three months afterwards,—and 
a mark in August, 1923, was worth, on an 
average, nearly 1,000,000 times as much 
in gold as one four months later ! Indeed, in- 
flation was so rapid in August, September, 
October, and November, 1923, that it was 
usually improper to combine or compare 
the book figures for one day with those of 
even the preceding or the following day. 
To illustrate how the contents of Ger- 
man accounts became inaccurate during the 
inflation years there, then grossly decep- 
tive, and finally altogether meaningless, the 
following hypothetical? is given. The book 


Facrory 
Additions Deductions 
Jan. 2, 1914 M100,000 None 
Dec. 12, 1918 4,166 
Aug. 18, 1921 200,840 
Dec. 10, 1922 2,626,299 
Jan. 25, 1923 1,167,200 
Mar. 31, 1923 999,400 
July 20, 1923 2,620,340 
Oct. 5, 1923 21,439,177,950 
Nov. 30, 1923 2,000,989,942,000,000 
al 
2,001,011,388,896,195 


? Sweeney, H. W., “Effects of Inflation on Ger- 
man Accounting,” The Journal of Accountancy, 
XLITI, 3 (March, 1927), 189-90. 
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account, with its heterogeneous mass of 
gold-money and paper-money figures, is 
shown first. The equivalent is then shown 
expressed, or “stabilized,” in gold marks. 

Even a German accountant or executive, 
although accustomed to handling similar 
astronomically large figures in his account- 
ing work, could not have ascertained from 
such figures alone the value of this building 


Date Book marks 
Jan. 2, 1914 100,000 
Dec. 12, 1918 4,166 
Aug. 18, 1921 200,840 
Dec. 10, 1922 2,626,299 
Jan. 25, 1923 1,167,200 
Mar. 31, 1923 999,400 
July 20, 1923 2,620,340 
Oct. 5, 1923 21,439,177,950 


Nov. 30, 1923 2,000,989,942,000,000 


2,001,011,388,896,195 


in terms of either gold or the paper mark 
of the current day. 

Just because one gold mark was worth 
approximately 1,000,000,000,000 paper 
ones at November 30, 1923, he certainly 
would hardly have been so careless as to con- 
clude that the gold value of the building 
on that date could have been found simply 
by dividing the book balance by 1,000,000,- 
‘000,000, thus: 

2,001,011,388,896,195 


= 2,001 gold marks. 
1,000,000,000,000 

For he would doubtless have instinctively 
known that the balance in this asset ac- 
count was nothing but a hodge-podge of 
figures that were expressed in all sorts of 
gold values of the mark and that, therefore, 
no correct conclusions concerning its gold 
value could be drawn by any such simple 
process. If well informed, he would have 
known that only by stabilizing each book 
figure by the value of the mark for the date 
on which such addition to the building was 
made could he have ascertained the gold 
value of the asset. 

Furthermore, just because the balance 
in the account was 2,001,011,388,896,195 
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on November 30, 1923, he would not have 
been likely to regard that sum as the orig. 
inal cost value of the building in terms of 
the current mark. For such a value could 
be ascertained only by computing the gold 
cost of the building and then multiplying 
it by 1,000,000,000,000. 

The stabilized, gold cost would have had 
to be determined as follows: 


Gold 

Depreciation factor* marke 
1.000 100,000 

2.083 2,000 

20.084 10,000 

1,750.866 1,500 

11,672.000 100 

4,997.000 200 

262,034.000 10 
142,927,853.000 150 


1,000,494,971,000.000 2,000 


115,960 


Thus it is seen that the first book entry 
(M100,000) in this account was equivalent 
to 100,000 gold marks, or fifty times as 
much as the underlying worth (2,000 gold 
marks) of the last entry (M2,000,989,- 
942,000,000 )—although the last entry was 
20,009,899,420 times as great as the first 
entry! Such was the extent to which the 
contents of many accounts in Germany be- 
came suitable for combination and compar- 
ison by the time inflation was checked there. 

As the foregoing table of computations 
shows, moreover, the stabilized gold cost of 
the building would have been M115,960 (as 
contrasted with the mere 2,001 obtained 
above by dividing the final book-mark bal- 
ance in the account of 1,000,000,000,000). 
And the stabilized original cost in terms 
of the current mark on November 30, 1923, 
would have been, consequently, 1,000,000- 
000,000 times the gold cost, viz., 115,960,- 
000,000,000,000 (as contrasted with the 
bookmark balance of only 2,001,011,388,- 
896,195 in the account itself). 

The value of the dollar in terms of goods 

*Germany’s Economy, Currency and Finance, 


published by the Reparations Commission, Berlin, 
1924, p. 60. 
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and services has varied but an insignificant 
fraction of the variation that the German 
mark experienced in terms of gold. But 
Snyder’s revised general index for June, 
1920, was about twice that for 1913 and 
nearly thrice that of only 22 years before. 
Fluctuations of such relative size are sure to 
have important bad effects on the underly- 
ing accuracy of conventional accounting 
methods. 

For instance, if a business manager de- 
sired to compare the amount of his com- 
pany’s surplus for June, 1920, with the 
average surplus existing during 1913, he 
ought to have been made aware of the fact 
that mere maintenance of the 1913 surplus 
required the book figure for June, 1920 to 
be about twice as large as the 19138 figure. 
And even though comparisons of book 
figures for one year with those of just the 
preceding or the following year have not 
been so open to objection inasmuch as 
prices did not change so greatly within 
twelve-month periods, such comparisons 
must have been, nevertheless, incorrect. One 
prominent economist considers, for exam- 
ple, a fluctuation of only 10% in the com- 
posite price level over a period of just 
twenty-six months too serious, in its effects 
on economic life, to be neglected.* Such a 
change, it should be noted, is equivalent to 
an average change of less than even 5%. 

But now that the basic cause of the in- 
accuracy that becomes rampant in balance 
sheets when inflation exists has been ex- 
piained, the foreign balance sheets them- 
selves can be better understood. 

Illustrative Foreign Balance Sheets. It 
may here be suitably observed that most 
people who studied balance sheets like the 
following unstabilized ones prepared from 
books of account certainly did not make 
the grievous mistake of believing what such 
exhibits purported to show. Those who 
knew little or nothing concerning the af- 
fairs of enterprises that put out such bal- 
ance sheets were usually able to obtain no 
reliable information at all from those exhib- 


_ G., Post-War Monetary Inflation, 1928, 
p. 88. 
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its. On the other hand, those who were in- 
timately acquainted with the affairs of such 
enterprises were usually able to decipher 
some reliable information from book bal- 
ance sheets of this sort, the degree of such 
ability, however, decreasing as the degree 
of inflation increased. In many cases, of 
course, business managers were so familiar 
with the conditions in their respective enter- 
prises that they were able to glean some 
kernels of accurate data from the bushels 
of chaff that their balance shets presented 
to them. At best, though, this meant simply 
that business managers, instead of relying 
on deceptive accounting assistance, were 
having to do their work with little or no 
accounting assistance at all. The situation 
in such cases was still, therefore, highly un- 
desirable, even if not downright dangerous. 

In 1928, prior to monetary stabilization, 
most people who were familiar with Ger- 
man economic affairs knew that the con- 
temporaneous published balance sheets were 
practically meaningless. Statements like 
the following one, e.g., appeared frequently 
in the general newspapers: 


The balance sheet does not give a correct 
picture. . . . The amounts are so welded 
(zusammengeschmolzen) that they are no 
longer capable of presenting a true image.® 


About the same time the financial re- 
port of the Darmstaedter und National- 
bank similarly declared: 


The figures in our balance sheet and profit- 
and-loss statement are, as in those of all Ger- 
man companies, unfit for any serious scrutiny, 
and to examine them in detail is folly.® 


One newspaper, in an attempt to convey 
some sound information about the financial 
status of the Dresdner Bank and of its op- 
erations for 1923, ignored the published 
book figures and reported the more signi- 
ficant kinds of events affecting that insti- 
tution during the year. Thus, according to 
such a method of trying to give an insight 
into the affairs of a business, substantial 

5 Editorial, “Die Generalversammlung' der 


Deutschen Bank,” Berliner Tageblatt, June 28, 1924. 
* Berliner Tageblatt, June 12, 1924. 
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values were reported as probably lying be- 
hind the securities owned, because many 
debts were understood to have been collect- 
ed in corporate stocks, rather than in just 
depreciating marks; the bank building was 
known to be more valuable because new 
quarters had been built to accommodate 
the increased number of employees who 
were required to handle the increased vol- 
ume of business (most of which was just a 
reflection of the much larger figures in 
which transactions were being expressed) ; 
the bank engaged during the year in about 
400 syndicate participations, of which the 
majority were closed in that year; and so 
on. 
The balance sheets that follow are 
shown in a sequence that is based upon de- 
scending magnitude of inflation. Hence, an 
illustration from Germany comes first. As 
a result of such sequence the types of de- 
ception so prominent on balance sheets in 
countries where money depreciated most 
may be seen gradually to grow less prom- 
inent as examples from countries where 
inflation was less extreme pass in review. 
And the errors on the last several balance 
sheets are not greatly removed from those 
that may conceivably exist within several 
years in the balance sheets of many con- 
cerns in the United States. 

The information on each balance sheet 
is arranged according to the same prin- 
ciples. The first main money section from 
the left shows the financial position as at 
each of two dates. The earlier date is a pre- 
inflation one, usually from the year 1913, 
and the later date is an inflation one. Al- 
though the figures for the earlier date are 
merely figures per books, they represent 
gold equivalents because the national 
moneys in the countries whence these exam- 
ples were taken then could be redeemed in 
gold. The figures for the later date are, in 
turn, divided into two groups. The former 
shows the distorted, heterogeneous amounts 
that then appeared on the books. The latter 
shows the corresponding, homogeneous, 
gold equivalents that appeared on the 
stabilized balance sheet for that date. 
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The second main money section shows the 
change in financial position between the pre. 
inflation date and the inflation date. This 
change, classified both according to book 
figures and gold figures, is shown in detail 
by amount and by percentage. Manifestly 
the percentage changes mean more because 
a change expressed as a percentage auto. 
matically takes exact account of the base 
from which the change has occurred, where- 
as a change expressed as simply a quantity 
does not. 

In those cases where, as in the Polish 
one, the balance sheets were published in § 
different moneys the figures had to be re & 
expressed in terms of some common money § 
medium before they could properly be sub- & 
jected to mathematical processes and he 
studied. 

In most cases the balance sheet per 
books as at the inflation date was not pub- Ff 
lished as a separate statement. Instead, the 
published gold balance sheet usually shov- 
ed what the balance sheet per books would 
have been if the latter had been published as 
a separate statement. The balance sheet per 
books, therefore, for the purpose of this 
study usually had to be reconstructed from 
the gold balance sheet. The process of re 
construction consisted, for the most part, 
of eliminating all reserves for appreciation, 
or whatever they were actually called, from 
the gold balance sheet (reducing the re 
valued assets accordingly) and of then us 
ing the remaining figures for the balance 
sheet per books. 

The majority of the captions for the 
items on the balance sheets were translated 
literally and arranged according to the 
order in which they had been originally 
published. In many cases, however, some 
grouping of the published items was neces 
sary. The German balance sheet of Decem- 
ber 31, 1918, for instance, showed one 
figure for cash and another for notes re 
ceivable. But on the stabilized and unstabi- 
lized balance sheets for December 31, 1923, 
the cash and notes receivable were combined 
into one amount. Hence, in order to be pro- 
perly comparable as at these two dates, the 


| 

1 

4 


How Inflation Affects Balance Sheets 


610‘318‘ set‘ ses‘ 1s 


886‘ see's 


‘$89 ‘OT 


$96 ‘ss 


938‘ 
oor, ‘ 

180883‘ $18‘ $18 ‘8s 


936 


‘sss ‘066 ‘6at ‘ost 
093 ‘631 

000‘ 081 ‘666 ‘636 ‘086 ‘988 
040 ‘666 ‘866 ‘666 ‘666 ‘S98 
tsi ‘oss ‘sto's 


000‘ 000‘ 000‘ ost ‘est 
098 ‘631 


098 ‘369 ‘oss ‘sto's 


os 


put 

spuog jour % 


set‘ ses‘ 1s 


886‘ 


192 ‘898 ‘966 


91‘ 


oor 

10L‘609‘9t 

800‘ 261 $88‘ 08 

686‘ 180‘ 988‘800‘ SI 


ots‘ ose‘ att 


881‘ T9 ‘ ‘ ‘ ‘ ‘ 
90‘ 940‘ $66 ‘608 60L‘S 
981‘ $66‘ 66%‘ OL‘ T 
819 ‘982 ‘666 ‘666 ‘988 '8F 
38S‘ 346 ‘866 ‘661 ‘ 863 


Tog‘ ‘980s 


9s9‘60L‘'s 


000‘ 000‘ 000‘ 018‘ ¢s9‘60L‘s 
000‘ 000‘ 000‘ 00S‘ 165‘ OI‘ T 


00g‘ 166‘ 90‘ 980‘ Sle 


001‘ 916‘ 96 
861‘ 
160‘ 000‘ 096‘ 9t8's 
18‘ 986'666'TL0' LT 
001‘ 090‘ 499386‘ ST 
988‘ 019‘ 908‘ 62‘ 
998‘ 
817 ‘40° 880'898'9 


108‘ t9t ‘ect ‘66s'T 
ost‘ 


000‘ 900‘ 989‘ 694‘ 
100‘ 640‘ 000‘ 046‘ S88‘ oT 
000‘ 940‘ 000‘ 000' £40‘ 
000‘ 880‘ 966‘ 666‘08L‘t 
000‘ 961‘ 886‘ 908‘ ‘La 
000‘ 89s‘ art‘ 996 6s 
000‘ 098‘ ‘99T 
000‘ o9t 90a‘ sss‘ se 


900‘ 0ST‘ 99T 
000‘ oft ‘084 ‘966'816‘9 


SLI 


000‘ 000‘ 949° 694‘ 
000‘ 666‘ 666‘ 696‘ sss‘ oT 


000‘ 866‘ IIT‘ 996‘ 
000‘ 000‘ 16‘ tot‘ 99T 
000‘ 000° at I‘ 908‘ 


009 ‘ 666‘ 666‘ 6aT‘99T 
000‘ 000‘ 082‘ 966‘316‘9 


syonpoid puv JO 
sayddng 


paxy 


puv 
tur prvog 


0} 
JO Jou ‘sasnoy 


prod 


_ 


219048 
uo 


“syivur 
yy 


puv Joded) 


10 


Fe 


1 jo 


a 


S861 


uorisod ut 


uorysod 


ntity 


Polish 
ed in 


$61 SIGI ‘1g AO SV AONVIVG 
‘THHANWAVA-TIOM 


be re- 


some 
neces- 
ecem- 
1 one 


281 
v8 the 
e pre 
Thi = 8 3 
§ 
Cause 
auto- | | | 
bam | | | 
rhere- | | | 
noney | | | 
e sub- 
nd be | 
| | | 
pu 
2 
shovw- 
would [ 22353 BEE 
red as 3 $3335) 3 S233 
ran & | | 
inally 
2s Te 
stabi- < 
1928, 
bined 
58 3 


282 


cash and notes receivable had to be grouped 
into one item. 

Another cause for the grouping of items 
arose from the stabilization procedure 
adopted by many foreign concerns. For, in 
stabilizing their capital structures, many 
concerns chose arbitrary values for their 
capital stock, net-worth reserves, and sur- 
plus, instead of ascertaining the actual 
gold equivalents of such items according to 
the exact dates of origin and according to 
the value of the paper mark on each such 
date. Hence, net worth had to be consider- 
ed as a whole in this study. 

In some of the following cases a stabilized 
balance sheet may contain a value that is 
not actually the gold equivalent of any 
figure on the unstabilized balance sheet for 
the same date. The reason is that foreign 
concerns occasionally decided that the de- 
termination of a new set of values, the gold 
ones, afforded a good opportunity to cor- 
rect past errors, such as incorrect depre- 
ciation deducted in former years, or to 
state values at what seemed to be more 
nearly their actual amounts in the light of 
present and future conditions. To the ex- 
tent that changes of this sort exist, they 
undoubtedly somewhat mar the general 
validity of treating stabilized figures as the 
actual gold equivalents of book figures for 
the same date. These changes, however, 
were apparently of relatively minor amount 
as a rule. Moreover, they hardly seem like- 
ly to cause more error in this study than 
the unexplained year-to-year changes in the 
ordinary published reports of corporations 
in the United States are considered able to 
cause in the widespread studies that are 
made of such corporations. Besides, most 
of the deceptions in the accompanying un- 
stabilized balance sheets are so tremendous 
and so often repeated that the attempt to 
disclose them by reference to the corre- 
sponding gold balance sheets seems but little 
invalidated by the possible presence of any 
such gaps in balance-sheet continuity. 

Comments concerning the accompanying 
Balance Sheet. The Bremer Woll-Kaem- 
merei (whose name, translated from the 
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German, means “Wool Carders of Brem. 
en”) has its principal office in Bremen, | 
Germany, and its main plant in Blumep.! 
thal, Hanover (Germany). It combs, 
washes, and deals in wools. It was formed | 
on April 18, 1888. On December 31, 1932, | 
its outstanding capital stock amounted to 
10,400,000 reichsmarks, and it employed 
3,650 people. In 1982 it carded 18,000,000 
kilograms of wool and washed 6,000,000 
kilograms. In that year its sales totaled 
24,640,000 reichsmarks.” 

So that all the depreciable fixed assets of 
this company could be uniformly classified 
on the preceding balance sheet, they had to 
be shown at their book values after deduc- 
tion of depreciation. The reason is that the 
stabilized gold balance sheet showed them 
on only this basis. The result, however, was 
an odd one as regards the unstabilized bal- 
ance sheet of December 31, 1923. For the 
depreciation reserve, which was shown on 
the liability side of that balance sheet, was 
much bigger than the value of the depre- 
ciable fixed assets appearing on the asset 
side of the balance sheet. (This excess of 
the reserve over the asset value probably 
resulted from an attempt to express depre- 
ciation charges at their estimated equiv- 
alents in current, inflated price levels while 
the asset values were left shown at the orig- 
inal cost of earlier years.) Hence, the book 
values of the extensive depreciable plant 
properties and equipment had to be shown 
as minus ones, t.¢., in red among the assets. 

As originally published, the unstabilized 
balance sheet was dated December 31, 
1928, and the revised, stabilized one, Jan- 
uary 1, 1924. On the foregoing compara- 
tive balance sheet, however, they have both 
been given the date December 31, 1923. 
For on the basis of orderly accounting® the 
unstabilized published balance sheet and its 
stabilized equivalent were supposed to re- 
present the same instant of time, so that no 


* These facts were obtained from Saling’s Boer- 
sen-Jahrbuch, 1933/34, pp. 1578-80. 
Cf. Fischer, Richard, Goldmarkbuchfuehrung— 
Goldmarkbilanz (2nd ed. rev., 1924), Berlin, pp. 
38-43 and 94-5. 
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inexplicable gap in balance-sheet continuity 
would occur. Furthermore, that the stabi- 
lized balance sheet in this case actually was 
the equivalent of the unstabilized one is 
shown by the fact that all the current-asset 
and current-liability values on the two 
forms, with the exception of the values for 
securities (which may or may not have 
actually been current assets), were equiva- 
lent in amount, the stabilized values of such 
items being the respective unstabilized ones 
divided by 1,000,000,000,000, the custom- 
ary stabilization rate used as of December 
81, 1928, in Germany. 

The stabilized balance sheet showed, 
among its liabilities, dividends payable and 
welfare reserve. But the unstabilized one did 
not. Since, however, the stabilized form was 
meant to be the correct one, these two liabil- 
ities were inserted on the unstabilized bal- 
ance sheet at their equivalents in depreciat- 
ed marks. To accomplish this, the two gold 
amounts were multiplied by 1,000,000,000,- 
000 and then deducted from the unstabi- 
lized figure for surplus. 

It is interesting to observe that no sur- 
plus appeared on the stabilized balance 
sheet. To bring about such a result, the 
values set for one or more of the assets or 
liabilities, such as the fixed assets, secur- 
ities, net-worth reserves, and welfare re- 
serve, must have been manipulated. 

The Lezhnevskaya Pryadilno-Tkatz- 
kaya Fabrika (which is Russian for “Lez- 
hnev Spinning and Weaving Factory”) is 
situated in Lezhnev, Russia. Before the re- 
cent world war it was the Tovarishchestvo 
Lezhnevskoi Manufakturi (“Lezhnev Man- 
ufacturing Company”). On May 1, 1914, 
the earlier date shown on the preceding 
comparative balance sheet of this concern, 
the capital was owned by individual stock- 
holders. But on October 1, 1922, the later 
date shown, the enterprise had already been 
taken over by the Russian government, the 
U.S.S.R. 

The book figures for October 1, 1922, 
were published in rubles of so-called “1922 
pattern.” This ruble had officially been 
made equal to 10,000 ordinary, prior-year 
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rubles. Hence, in order to express all 
amounts in uniform nominal rubles, each 
figure on the 1922 unstabilized balance 
sheet had to be multiplied by 10,000. 

On March 7, 1924, the gold ruble was 
made equal to 50,000,000,000 ordinary pa- 
per ones. (Or, more specifically, it was 
made equal to 50,000 rubles of 19238 pat- 
tern, which equaled 100 of 1922 pattern, 
which, in turn, equaled 10,000 ordinary 
rubles.) The extent of inflation reflected on 
the comparative Russian balance sheet 
above, however, is only about 3,800,000, as 
may be seen from the ratio between the 
stabilized and unstabilized figures for cash 
and securities as at October 1, 1922. Never- 
theless, this case, although not illustrative 
of the very ultimate in Russian inflation, 
had to suffice because detailed figures for 
Russian companies over a long period of 
years are exceedingly difficult to obtain in 
the United States. 

In order to determine the probable 
figures on the unstabilized balance sheet per 
books as of October 1, 1922, a paper-ruble 
appreciation of 10,298,140,475,400, which 
was described as an inflation increase in the 
government’s original capital equity, was 
deducted from the fixed-asset total of 10,- 
628,824,355,000, which had apparently 
been raised. Somewhat similarly, a paper- 
ruble appreciation of 712,175,000,000, 
which was described as an inflation increase 
in the floating government funds, was de- 
ducted from the inventory total of 1,805,- 
188,535,000, which had also apparently 
been raised. 

The Slaski Bank Eskontowy (which is 
Polish for “Silesian Discount Bank”) is 
located at Bielsko, Poland—formerly Biel- 
intz, Austria. It was founded in 1893 as the 
Bielitz-Bialaer Escompte- und Wechsler- 
bank. 

As shown on the comparative balance 
sheet, the 1918 figures of this enterprise 
were expressed in Austro-Hungarian kron- 
en. The stabilized figures were expressed, 
however, in the zloty, the new monetary 
standard of Poland, and the book figures 
at the same date were expressed in the 
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Des, 


1 Compass Finansielles Jahrbuch, Oecsterreich-Ungarn, 1915, I, Vienna, p. 472. 
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Polish mark, which was a kind of adopted 
monetary brother to the German mark. 

The Polska Krajowa Kasa Pozyczkowa 
(“Polish Agricultural Loan Bank”), 
founded by the German armies that occu- 
pied Poland during the world war, in 1917 
demonetized the Russian ruble, which had 
been the major currency among the many 
circulating in Poland, and made what was 
called the “Polish mark,” a new money cre- 
ated on the same pattern as the German 
mark, the sole instrument of legal tender in 
Poland.® Left to pursue its own course, this 
new mark finally terminated its career in a 
much less depreciated condition than did its 
German relative. In view, then, of the fore- 
going facts the Polish-mark figures appear 
to be directly comparable with prewar Ger- 
man ones as regards nominal identity. 

The Polish mark was stabilized as of 
February 1, 1924, at the approximate ac- 
tual rate then current, namely, $1 (U.S.A.) 
= 9,300,000 Polish marks. But from April 
29, 1924, when the Bank of Poland opened, 
a new money known as the “zloty” became 
the standard. It was made equivalent to 
1,800,000 Polish marks.*° 

In order to allow the figures on the sta- 
bilized and unstabilized balance sheets of 
the Slaski Bank Eskontowy to be properly 
compared, a common unit in which to re- 
state the krone, Polish-mark, and zloty 
figures had to be selected. The German 
mark was chosen for this purpose. Then 
each prewar (gold) krone amount was con- 
verted to its prewar (gold) German-mark 
equivalent. To effect this, each krone 
amount was multiplied by a decimal that 
expressed the relationship between the re- 
spective gold pars of the two moneys. This 
decimal was computed thus: 


Gold par of the krone $.203 
= —— = 85294. 


$.238 


Gold par of the German mark 


Similarly, the zloty amounts on the 
stabilized, gold balance sheet of December 


*Szeps, S. Die Waehrungs- und Notenbankpoli- 
tik der Republik Polen, Basle, 1926, p. 3. 

La Banque de Commerce a Varsovie, La Res- 
tauration financiére de la Pologne en 1924, War- 
Saw, 1925, pp. 24 ff. 
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31, 1924, were reexpressed in German-mark 
equivalents by being multiplied by the fol- 
lowing fraction: 

Gold par of the zloty 


Gold par of the German mark 


The Melocco Péter Czementarugydr és 
Epitési Vallalat Részvénytdérsasdg (which 
is Magyar for “Peter Melocco Cement 
Goods Factory and Contracting Corpora- 
tion”) has its main office in Budapest, Hun- 
gary. It was formed in 1906. In 1988 its 
outstanding share capital amounted to 
264,000 pengoes.** As of December 31, 
1924, its stabilized financial condition was 
expressed in terms of the new gold money, 
the pengo, which had been made equal to 
12,500 of the previous monetary standard, 
the depreciated Austro-Hungarian krone.”” 
The prewar, gold-krone equivalents of its 
stabilized pengo figures were calculated by 
means of the following fraction: 

Gold par of the pengo 


Gold par of the Austro-Hungarian krone 


The A.E.G.-Union Elektrizitaets-Gesell- 
schaft (“A.E.G.-Union Electricity Com- 
pany”) has its main office and its installa- 
tion office in Vienna, and engineering offices 
in five smaller cities. It was founded August 
18, 1898, as the Oesterreichische Union- 
Elektrizitaets-Gesellschaft (“Austrian Un- 
ion-Electricity-Company”). The company 
has been in its present form since 1904. On 
December 81, 1981, its outstanding capital 
totaled 7,200,000 schillings. Its average 
number of employees ranges between 1,000 
and 1,500.** 

In order to make the heterogeneous fig- 
ures on the balance sheet of December 81, 
1924, correspond with the stabilized ones 


*% These facts were obtained from Compass Fin- 
anzielles Jahrbuch, Ungarn, 1933, Vienna, p, 425. 

@Cf. Penzintézeti Kozpont, II, 1 (Jan.-Apr. 
1926), Budapest, p. 15. No later than January 1, 
1927 all domestic Hungarian accounts had to be 
restated in the pengo and thereafter kept in the 
pengo. Any appreciation resulting from such com- 
—- revaluation of fixed assets was not tax- 
able. 

* These facts were obtained from Compass 
Finanzielles Jahrbuch, Oesterreich, 1983, Vienna, 
pp. 989-40. 
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2 Compass Finanzielles Jahrbuch, Oesterreich, 1926, Vienna, p. 1097. 


vompass finanzeties J akrouck, Vesterreich-Ungarn, 1915, II, Vienna, p. 630, 


* Compass Finanzielles Jahrbuch, Oesterreich, 1927, Vienna, p. 1153. 
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later published as of the same date, a div- 
idend payable of 7,200,000,000 kronen had 
to be set up out of surplus on the un- 
stabilized balance sheet and included in the 
accounts payable. This dividend, shown as 
a 10%, 720,000-schilling one on the sta- 
bilized balance sheet, was converted into 
kronen at the stabilization rate of one 
schilling for 10,000 kronen. 

The Veliko-Beckerecka Fabrika Secera 
A. D. (which is Serbian for “Veliko-Becker- 
ecka Sugar Factory Corp.”) is located in 
Beograd, Jugoslavia. It prepares all kinds 
of sugar for consumption. It was founded 
on September 12, 1910, and until 1919 was 
the Suedungarische Zuckerindustrie-A. G. 
(“South Hungarian Sugar Industry 
Corp.”). At December 31, 1981, its out- 
standing capital amounted to 36,000,000 
dinars. In that year it had 1,500 em- 
ployees.** 

All figures on the foregoing comparative 
balance sheet of this company had to be 
expressed in the Serbian dinar in order to 
be comparable. The 1918 figures were con- 
verted to dinar equivalents by means of 
the following fraction: 
$.203 


~ 


Gold par of the Austro-Hungarian krone 


Gold par of the Serbian dinar 


The figures expressed in the depreciated 
Jugoslavian dinars of December 31, 1927, 
did not need to be reexpressed inasmuch as 
they already represented a gold-money and 
paper-money mixture of prewar Serbian 
dinars. But the figures expressed in the 
gold Jugoslavian dinars of that date did 
need to be reexpressed because the gold 
value of the Jugoslavian dinar on December 
31, 1927 (namely, $.0176 according to the 
dollar exchange rate) differed from the gold 
value of the Serbian dinar (namely, $.198). 

Jugoslavian companies were authorized 
to revalue only their fixed tangible assets.** 


% These facts were obtained from Compass Fin- 
anzielles Jahrbuch, Rumanien-Jugoslavien, 1933, 
Vienna, pp. 543-4. 

% Editorial, “Notre enquéte en _ Belgique, 
Tchécoslovaquie, Yugoslavie, Allemagne, et Po- 
logne,” L’Europe Nouvelle, 576 (Feb. 23, 1929). 
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Because, moreover, the figure for securities 
on the stabilized balance sheet of this com- 
pany at December 81, 1927, viz., 1,642,042 
dinars, was identical with the unstabilized 
figure for the same date, there may well be 
doubt that the stabilized figure is really the 
gold equivalent of the unstabilized figure. 
This doubt is strengthened by the fact that 
for the securities to have possessed an 
actual gold cost value of 1,642,042 dinars 
on December 31, 1927, they must all have 
been acquired before monetary deprecia- 
tion began, i.e., before the summer or fall 
of 1914, and yet after December 31, 19138, 
inasmuch as the balance sheet of that date 
showed no such asset. Nevertheless, despite 
the likelihood that all the figures on the 
stabilized balance sheet of December 31, 
1927, are not the gold equivalents of the 
unstabilized figures on the balance sheet per 
books as at that date, this case was chosen 
because it had more outstanding merits as 
a general example than did any other of 
the few cases that were available when this 
study was made. 

The Société La Floridienne, J. Buttgen- 
bach et Cie. (which is French for “The 
Floridian Society, J. Buttgenbach and 
Co.”’) has its headquarters in Brussels, Bel- 
gium. It is engaged in extracting, prepar- 
ing, and selling phosphates and phosphate 
materials. It was formed December 8, 1898. 
At December 31, 1932, its outstanding cap- 
ital amounted to 10,000,000 francs. In 
1928, the latest year for which its produc- 
tion statistics are available here, its produc- 
tion was 88,488 tons.*® 

The Aciéries Réunies de Burbach-Eich- 
Dudelange “Arbed” (in English, the “Re- 
united Steel Works of Burbach-Eich-Dude-- 
lange—‘Arbed’ ”’) is located in the capital 
of Luxemburg, the grand duchy surround- 
ed by Belgium, France, and Germany. It 
was constituted July 5, 1882, as the Société 
anonyme des Hauts Fourneaux et Forges 
de Dudelange (“Corporation of the Dude- 
lange Blast Furnaces and Forges”), but in 


%*These facts were obtained from Le Recueil 
Financier, 1983, II, Brussels, pp. 1111-2. 
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1911, after merger with two other com- 
panies, its name was changed to the present 
one. At December 31, 1982, its outstanding 
capital appeared as 1,250,000,000 francs, 
although on its balance sheet of December 
31, 1927, its capital stock had appeared as 
zero. In the year 1931-2 it produced 4,892,- 
111 tons of coal, its largest product.” 
Except for some slight variations the 
stabilization regulations adopted in Luxem- 
burg were similar to those in Belgium.** The 
Belgium franc, which was selected by Lux- 
emburg to replace the French franc after 
the world war, had the same prewar, gold 
par as the latter. Hence, the inflated book 
figures of this company as at December 31, 
1927, do not need to be restated in order to 
be rendered properly comparable with the 
prewar amounts in French francs. For such 
inflated figures as at the end of 1927, al- 
though called Belgian francs, were already 
equivalent to depreciated francs of the 
prewar type used in Luxemburg, namely, 
French francs. 

The Mostecké Spolecnost pro Dobyvani 
Uhli (which is Bohemian for “Coal Mining 
Company of Most’) is located in Most, 
Czecho-Slovakia. It was organized in 1871 
in what was then the city of Bruex, Austria- 
Hungary. At December 31, 1931, its out- 
standing capital amounted to 100,000,000 
Czecho-Slovakian crowns. In 1981, with a 
production of 2,186,540 tons, it was the 
leading producer of brown coal in Czecho- 
Slovakia.’® 

The Czecho-Slovakian crown was orig- 
inally the Austro-Hungarian krone. For 
early in 1919 the first independent govern- 
ment of Czecho-Slovakia established a na- 
tional currency by calling in, among other 
related acts, all the krone notes of the 
Austro-Hungarian Bank circulating in 
}°zecho-Slovakian territory, and stamping 


These facts were obtained from Le Recueil 
i} ‘nancier, 1933, II, Brussels, pp. 1475-80. 
*Baudhuin, F., “La réforme des bilans aprés 
}*sssainissement monétaire en Belgique,” L’Europe 
ouvelle, 576 (Feb. 23, 1929), 244, 

_ ™These facts were obtained from Compass Fi- 
naunzielles Jahrbuch, Cechoslovakei, 1988, Vienna, 
718-6. 
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them Czecho-Slovakian crown.” This tem- 
porary currency was later supplanted by 
specially created national notes. The Cze- 
cho-Slovakian crown depreciated much less 
than the currencies of most neighboring 
states, Austria among them. The first rea- 
son is that the government retained a rela- 
tively large percentage of the kronen that 
it called in, thus considerably reducing the 
amount of money in circulation. The second 
reason is that thereafter it restrained the 
printing presses from running riot in issu- 
ing new national crown notes.” 

The Filature du Nord (“Spinning Mill 
of the North”) has its registered office in 
Paris. It carries on the manufacture and 
dyeing of combed yarns for textiles and 
hosiery. It was formed in 1901. Its present 
name dates from 1920, when it merged with 
the Filature d’Ouville-la-Riviére (“Spin- 
ning Mill of Ouville-la-Riviere”). At De- 
cember 31, 1980, its outstanding capital 
was 28,000,000 francs.** In accordance 
with the provisions of an official circular is- 
sued on January 25, 1930, by the French 
General Administration of Direct Taxes, 
the company revalued, at current depre- 
ciated cost of reproduction, all of its fixed 
assets acquired before January 1, 1926. 

The 1918 figures of this company were 
stated in Belgian francs, and the 1929 
figures in French francs. But inasmuch as 
the Belgian and the French prewar francs 
had identical gold values, the 1918 figures 
do not need to be restated in order to be 
correctly comparable with the 1929 ones. 

The Societa Ligure Toscana di Elettri- 
cita (which is Italian for “Ligurian Tuscan 
Electricity Company”) had its main office 
in Leghorn, Italy, and was engaged in the 
electrical industry and the exploitation of 
railroads and tramways. It had been form- 
ed in 1905. At December 31, 1981, its out- 
standing capital aggregated 260,000,000 

™Cf. Radin, A., Financial Policy of Czecho- 


Slovakia during the First Year of Its History, 
Chap. II. 

Cf. Caldwell, R. J.. The Economic Situation in 
Czechoslovakia in 1920, 1921. 

=These facts were obtained from Le Recueil 
Financier, 1933, III, Brussels, pp. 1052-8. 
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lire, and in that year it produced 233,608,- 
000 kilowatt hours for 131,000 consum- 
ers.”* On April 30, 1983, it was merged with 
the Societa Elettrica del Valdarno (“Elec- 
tric Company of the Arno Valley”). 
Inflation Makes the Unstabilized Balance 
Sheet of a Single Date Deceptive. One may 
wonder whether an unstabilized balance 
sheet as of a single date, although admit- 
tedly containing meaningless figures,{can 
not, nevertheless, show the approximately 
correct relative sizes of the various assets 


various other significant relationships} The 
form immediately below is presented to re- 
fute any such ideas about the possible use- 
fulness of the unstabilized balance sheet. 
This exhibit is more or less self-explan- 
atory as regards its form. Beside the un- 
stabilized ratios, and serving as the stand- 
ards whereby to judge them, are the cor- 
responding ratios derived from the stabi- 
lized balance sheet. Other important ratios, 
such as the percentage of net profit to net 
worth, are not shown because stabilized 
profit-and-loss statements of these com- 
panies are not available.™ 
The exhibit shows that the unstabilized 
ratios of the net fixed assets to the total 
assets differ substantially from the stabi- 
lized ratios in every case. Thus, on the Ger- 


These facts were obtained from Le Recueil 
Financier, 1932, II, Brussels, pp. 1544-5. 

* One example of the sort of error that results 
from using unstabilized figures for operations and 
financial condition to compute ratios has been ex- 
pressed as follows: 

“There is in any business a normal relationship 
between the investment in fixed assets and the net 
return that may reasonably be expected from their 
utilization. Such comparisons may be misinter- 
preted, however, over a period of years if the fixed 
assets were acquired during a period of low prices, 
for example, while the revenue resulting from the 
sale of the product manufactured is earned in a 
later period of high prices . . . the interpretation of 
the inflated ratio may lead to the erroneous con- 
clusion that the business possesses a goodwill value 
which is not present.” Hull, G. L., “Plant Ap- 
praisals—Their Treatment in the Accounts,” The 
Accounting Review, II, 4 (Dec., 1927), 304 f. Cf. 
also Smith, E. L., Common Stocks as Long Term 
Investments, pp. 101-2 and an editorial entitled 
“Wertbestaendige Anlage der Dividendenbetraege,” 
Frankfurter Zeitung, Dec. 22, 1928. 
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sheets. And in the remaining eight cases the 
and liabilities to one another, and also show 4 


man unstabilized balance sheet the next fix 
ed assets are minus 7.37% of the total asset 
—a ridiculous ratio resulting from the neg, 
ative value of the net fixed assets on the 
unstabilized balance sheet. Actually, how. 
ever, as shown by the equivalent stabilized 
ratio, the net fixed assets on that date com- 
prised 63.1%, the greater part, of all the 
assets. Similarly foolish, minus ratios for 
the unstabilized net fixed assets appear on 
the Russian and Jugoslavian balance 


unstabilized ratios for the net fixed assets 
are manifestly deceptive. 

Within the fixed-asset section the unsta- 
bilized ratios are seen to be similarly absurd 
in the two cases that can be analyzed in this 
way. For instance, in the Austrian exam- 
ple the net cost of the land and buildings 
was actually 44.6% of all the assets, or 
relatively ten times as great as the unsta- 
bilized ratio , 4.8% ; and the net cost of the 
machinery and equipment was really more 
than twice as large as an examination of 
just the unstabilized ratio makes it appear 
to be. 

Just as deceptive are the unstabilized 
ratios of the current assets. Three of the 
cases show, indeed, the total current assets§ 
to be greater than all the assets—a further 
ludicrous consequence of negative net to- 
tals for the fixed assets. And in every case 
the actual, stabilized ratio of the total cur-} 
rent assets to all the assets is quite differ- 
ent from the corresponding unstabilized 
one. For example, whereas the current as-| 
sets on the unstabilized Hungarian balance 
sheet appear to be 75.8% of all the assets, 
in reality they constituted hardly more 
than half of that percentage. In only thef 
Italian case are the stabilized and unstabi-} 
lized ratios of this type even fairly closelyg 
related, and even there the unstabilized§ 
ratio makes the total current assets seem 
to be about one-fifth more important than 
they truly were. 

Within the current assets themselves, 
similarly preposterous unstabilized ratios 
are exposed. Indeed, almost every individual ¥ 
unstabilized ratio of a current asset to the 
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total assets is misrepresentative to a sig- 
nificant degree. 

Likewise grossly misleading in most in- 
stances are the unstabilized ratios of the 
yarious classes of liabilities to the total 
liabilities. In, e.g., the German case the cor- 
rect ratio of the stockholders’ equity is 
$4.2%, not 51.7% ; in the Luxemburg case 
the correct ratio of the bondholders’ equity 
is only 29.9%, not 46.8% ; and in even the 
Italian case the correct ratio of the equity 
of the current creditors is about one sixth 
less than the unstabilized figures show. 

Rightly or wrongly, the preeminent ratio 
in finance has long been the “current ratio” 
(ic., the ratio of the total current assets 
to the total current liabilities). In its un- 
stabilized form this ratio is glaringly de- 
ceptive in the Russian, Hungarian, and 
Belgian cases, and is materially misleading 
in the Austrian case. And even if it is either 
correct or but slightly false in the remain- 
ing cases, knowledge of the momentous er- 
ror that it may contain should always 
arouse distrust of what it correctly or in- 
correctly reflects in any particular case. 

A ratio somewhat like the current ratio 
is the ratio of so-called “quick” assets to 
current liabilities. Quick assets consist of 
cash and those that may be quickly con- 
verted into cash without disturbing the nor- 
mal flow of operations of the business. Or- 
dinarily the quick assets consist of cash, 
trade receivables, and readily marketable 
securities. In the computation of this ratio 
for each of the preceding balance sheets the 
decision of what to include in quick assets 
had to be somewhat arbitrary in several 
cases because of the ambiguity of the pub- 
lished balance-sheet terminology and the 
published grouping of such different types 
of assets as securities and merchandise in 
one amount (e.g., on the Polish balance 
sheet). In five of the cases the unstabilized 
quick ratio was askew, and in three of these 
cases (the Russian, Austrian, and Belgian 
ones) it was markedly askew. 

The next ratio, that of the total current 
assets to the net fixed assets, is shown by 
the form to be flagrantly overstated on all 
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the unstabilized balance sheets. Such inac- 
curacy clearly demonstrates that inflation 
causes fixed assets to become relatively un- 

dervalued in relation to current assets on 

the great majority of unstabilized balance 

sheets. The reason is that in a period char- 

acterized by a general rise in prices fixed 

assets, which ordinarily have useful lives of 

at least several years, strongly tend to re- 

flect former, lower price levels because or- 
thodox accounting theory usually insists on 
valuing them on the basis of original cost. 

Current assets, on the other hand, strong- 
ly tend to reflect the higher price levels of 

the present or the recent present. For either 
they are, like most of the cash and ac- 
counts receivable, usually the result of re- 
cent sales, which in a period of inflation are 
generally made at advancing prices; or 
they are, like stocks of goods on hand, usu- 
ally replaced so often that to value them 
on the basis of original cost, as orthodox 
accounting theory also usually insists on 
doing, is generally equivalent to making 
them automatically reflect price levels close- 
ly related to the present one. 

Likewise greatly falsified on the unstabi- 
lized balance sheets above are the ratios of 
the total net worth to the total liabilities 
owed outsiders. As was just seen to be true 
of the unstabilized book values of fixed 
assets in a period of inflation, the book 
values of capital stock and of net-worth 
reserves (such as reserves for contingen- 
cies) strongly tend to remain stated in the 
price levels of the more or less remote past, 
mostly because conventional accounting 
dislikes to reexpress its former valuations. 
To some extent, furthermore, this tendency 
holds true of the unstabilized amount of 
surplus too. For the surplus at any date 
usually contains the undistributed net in- 
come of each of, at least, several past fiscal 
periods, and in a time of inflation the price 
levels existing during those periods were 
probably lower than the price level on the 
date for which the surplus appears. On the 
other hand, in such a time the current lia- 
bilities usually become increased. For either 

they represent, like notes and loans pay- 
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able, the larger amounts that are needed for 
working capital in a period of inflation; or 
they are, like trade accounts and expenses 
payable, usually the result of recent pur- 
chases, which, like sales, are generally made 
at advancing prices in a period of inflation. 
Because of the foregoing tendencies, there- 
fore, the ratio of net worth to liabilities 
owed outsiders, just like the ratio of cur- 
rent assets to net fixed assets, has a pro- 
nounced inclination to grow substantially 
deceptive with the progress of inflation. 

In the three cases for which the last ratio 
on the form, the ratio of the depreciation 
reserve to the gross fixed assets, could be 
ascertained, it was found to be seriously 
misrepresented by the unstabilized figures. 

On the basis of the inferences that must 
now be drawn from the actual cases present- 
ed above it is obvious that the longer and 
more strongly inflation continues, the more 
seriously will the figures on unstabilized 
balance sheets usually grow to be distort- 
ed, and so, other conditions remaining un- 
changed, the more harmful will all courses 
of action based on such figures become. By 
far the greater number of the unstabilized 
ratios above are gravely deceptive. Yet 
such ratios are prerequisite to a thorough 
understanding of current financial condi- 
tion and of the equities that stockholders 
and creditors have in the assets of an enter- 
prise. 

Furthermore, many, if not most, of the 
actual money amounts on each of the fore- 
going unstabilized examples are gravely de- 
ceptive. Indeed, the only money amounts 
that yield information of any value at all 
are those for the current assets and liabil- 
ities, and they do so because, as explained 
above, they strongly tend to reflect the 
price levels of the present or the recent 
present. But almost without exception the 
money amounts for the fixed assets are 
greatly wrong because accounting failed to 
show them at either their present replace- 
ment costs or the present equivalents of 
their original costs (i.e., at their original 
costs adjusted for the general depreciation 
of money). And because the net worths of 
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the stockholders in these companies remain- 
ed shown at simply their original money 
amounts, instead of at the original money 
amounts adjusted for the general depre- 
ciation of money, the figures for these 
equities on the unstabilized balance sheets 
are also devoid of much meaning.” 

{The inability of figures on unstabilized 
balance sheets to give the information that 
the management and the business world in 
even a time of inflation have a right to ex- 
pect from such figures, and the resulting 
dire need for stabilization as a prerequisite 
to financial confidence and thus economic 
prosperity, are well expressed in the follow- 
ing quotation, which summarizes the actual 
Austrian and Hungarian experiences in 
those matters: 


Up to the present there has been no means 
of ascertaining the real financial condition of 
any of the Austrian and Hungarian concerns. 
. . . The balance sheets were drawn up in 
paper kronen, which gave rise to the most 
arbitrary manipulations. No one knew on 
what basis the paper kronen were computed. 
There was a time when five kronen could buy 
a dollar and there were days when one dollar 
fetched 90,000 kronen. Hence the balance 
sheets gave no information whatever and no- 
body knew what the exact status of a concern 
was. Following the German example, the Aus- 
trian and Hungarian legislatures have adopted 
laws which prescribe the drawing up of the 
company balance sheets in gold currencies. . . . 

Practically all the balance sheets have now 


* The following quotation well expresses the idea 
underlying this criticism: 

“Original cost figures would show 
the sacrifice of the investor only in a regime of 
static prices; and the shifting of prices is an im- 
portant and familiar characteristic of the modern 
economic order. . . . Consequently, in a system of 
shifting prices, original cost (in dollars) does not 
show original sacrifice. Suppose, for example, that 
$100,000 in capital is invested in a manufacturing 
enterprise in 1910. This means $100,000 in terms 
of 1910 dollars. If in 1917 prices in general have 
advanced forty per cent this means—ignoring de- 
preciation—that in terms of 1917 dollars the ac- 
tual investment or sacrifice of the stockholders is 
$140,000 rather than $100,000. Thus the importance 
of original cost figures—as representing sacrifice— 
disappears in large measure in a period of chang- 
ing prices. Moreover, prices are always changing.” 
Paton and Stevenson, Principles of Accounting, 
p. 461. 
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been published in the new currency. This has 
eliminated the uncertainty for which the paper 
balance sheets were responsible and has shown 
that, mostly for reasons of tax evasion, the 
majority of the Austrian and Hungarian joint 
stock companies had considerably undervalued 
their assets before the “gold law” came into 
force. 

The present “‘gold rush” in the former mon- 
archy is not unprecedented in the contempo- 
rary history of Central Europe. Germany has 
had one, with long intermissions, since 1923. 
There, too, an unparalleled boom set in after 
the publication of the gold balance sheets. 

Germany’s economic recovery dates from 
the days when the first real balance sheet 
appeared.”® 


Inflation Makes the Unstabilized Com- 
parative Balance Sheet of Two Dates De- 
ceptive. {Inflation probably causes just as 
much harm by its effect on the unstabilized 
comparative balance sheet as by its effect 
on the unstabilized balance sheet of a single 
date. For the comparative balance sheet 
is used with ever-growing frequency by 
business management because managerial 
success consists largely of success in mak- 
ing use of coming events, and such events 
are quite likely to be foreshadowed by the 
trends shown on comparative balance 
sheets. 

The function of the comparative balance 
sheet may be performed even when a com- 
parative balance sheet has not actually been 
prepared. For, as is frequently done by 
executives and others, the balance sheets 
of single dates may be placed side by side in 
an effort to compare the figures and see the 
extents of change. Or, indeed, an executive, 
in examining a balance sheet for just a 
single date, may still be comparing its 
figures with those that he remembers to 
have been shown on a single balance sheet 
of another date. In such cases, of course, 
inflation lessens the value of the compari- 
sons in the same way as it does when a com- 
parative balance sheet has actually been 
prepared. 

* Lengyel, E., “The ‘Gold Rush’ on the Vienna 


and Budapest Bourses,” The Annalist, XXVIII, 715 
(Oct. 1, 1926), 429 f. 
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When the value of money fluctuates be. 
tween the dates as of which two unstabilized 
balance sheets for the same enterprise ar 
constructed, all the changes in the figure 
are quite liable to be either exaggerated or 
understated. And the greater the fluctua. 
tion in the value of money, the greater yill 
tend to be, other conditions remaining un. 
changed, the deceptiveness of the changes 
in such figures—or the changes shown on an 
unstabilized comparative balance sheet that 
may have been prepared so that all such 
figures could be more helpfully shown on 
one form. Furthermore, as the period itself 
is lengthened, the greater does the decep- 
tiveness of such changes tend to be. 

The varying degrees to which compara- 
tive balance sheets that have been prepared 
in the orthodox manner can be made decep- 
tive by changes in the value of money—in 
this case, inflation—are forcefully demon- f 
strated by the preceding foreign compara- 
tive balance sheets. The errors in most of 
the unstabilized changes shown on those 
forms are amazing. Indeed, so large are§ 
such errors that, where their obvious exist- 
ence did not warn against forming judg- 
ments from the changes shown on those ex- 
hibits, their presence must have destroyed § 
the value of any judgments that actually 
were formed from the figures in which they 
existed. 

On the German comparative balance 
sheet the unstabilized changes in financial 
position are most awry, as would be expect- 
ed because that exhibit covered a period 
in which occurred the greatest decline in 
money value known to history. As would al- 
so be expected, the average degree of error 
on each succeeding comparative balance 
sheet per books tends to diminish with the 
diminution of the monetary depreciation 
suffered in the country that such balance 
sheet represents. 

According to its pre-stabilization book 
figures of December 31, 1923, the Bremer 
Woll-Kaemmerei sustained a decline of 
M 3878,035,754,062,151,501 in its net de 
preciable fixed assets, a percentage decline 
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prehensible, the magnitude of such a varia- 
tion may be explained as follows: When a 
yalue is completely erased, the change is 
100%. When the value is erased ten times, 
the change is 1,000%. And when a decrease 
as large as that above takes place, it repre- 
sents a fall of over forty billion times the 
original value. If, e.g., a man owned $1 free 
and clear of all encumbrances on one date, 
and later owed the staggering sum of 
$40,000,000,000 while having no resources 
at all, the decline in his net worth would 
be somewhat similar to the decline of 
4,072,442,285,346% in the net depreciable 
fixed assets. The stabilized figures in this 
German case, however, show that the actual 
decline was a mere 8%! 

The cash and notes receivable, instead of 
increasing by more than 280,000,000,000 
times their amount on the base date, De- 
cember 81, 1918, decreased by almost three- 
fourths. And the changes in most of the 
other items are just as ludicrously mis- 
stated by the chimerical, unstabilized fig- 
ures. Indeed, in the case of only two items, 
deferred charges and mortgage bonds, are 
the correct changes shown by the book fig- 
ures—and then simply because neither of 
these items was present on the balance sheet 
of December 31, 1923. In the case of one 
other item, land, the unstabilized change is 
uncommonly accurate (although nearly 
one-half too large), the reason being that 
the addition to the land was made before 
monetary depreciation had become extreme. 

Similar sorts of deceptive changes are 
to be seen on the Russian and Polish com- 
parative balance sheets although the errors 
there are less tremendous. In the Russian 
case, ¢.g., the value of the inventories really 
was practically the same at each of the two 
dates on the comparative balance sheet ; yet 
the unstabilized figures show a rise of 
226,825,842%, or more than 2,250,000 
times the value of the inventory on the earli- 
er date. Still more misleading is the un- 
stabilized change shown for cash and se- 
curities. For, whereas the unstabilized fig- 
ures indicate a growth of 7,487,414% in 
these assets, the stabilized figures indicate 
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that they practically disappeared! 

The most damaging of the deceptive 
changes on the Polish unstabilized com- 
parative balance sheet unquestionably re- 
lates to net worth, which is shown to have 
gone up 21,610,985%. But instead of thus 
increasing its net worth more than 200,000 
times, this bank actually lost over four- 
fifths of it. Conclusions based on solely the 
unstabilized change would have merited re- 
joicing, congratulations, and greatly in- 
creased dividend payments, whereas conclu- 
sions based on the stabilized change would 
have merited just the opposite actions. The 
changes shown for the notes discounted and 
the deposits were, however, even more wrong 
on the “deformed,’”’ unstabilized exhibit. 
And the unstabilized changes in all the re- 
maining items were gravely distorted. 

In the next group fall the Hungarian and 
Austrian examples. Here again decisions 
based on just the unstabilized changes 
would have been ruinous. In the Hungarian 
case the securities and investments, the ac- 
counts receivable, the deposits on bids, and 
the accounts and advances payable actually 
declined to very small fractions of their 
respective amounts on the base date. Nev- 
ertheless, the unstabilized changes in these 
items appear as tremendous increases. The 
net worth, furthermore, fell considerably 
instead of being most agreeably augmented. 
And the. total assets, which were really 
hardly half as great on the later date as 
on the base date, obviously could not, con- 
sequently, have risen 921.43 times during 
this same period. Yet the unstabilized fig- 
ures show such a rise. 

Of outstanding illustrative significance in 
the Austrian case was an apparent, un- 
stabilized increase of 187,980% in net 
worth—though actually a decrease of 


* The term used by a French writer to describe 
the balance sheet prepared from the books in a 
time of inflation; cf. Bayart, P., Le Bilan-or, 
Lille, 1925, p. 2. A German writer calls such a 
balance sheet “a smiling sphinx, whose nature no 
one can explain”; Nimax, G., “Quantitative Kalku- 
lation und technische Buchfuehrung,” Zeitschrift 
fuer Handelswissenschaft und Handelsprazis, XIV, 
5 (Aug., 1922), 98. 
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58%. Moreover, the cash and remittances, 
the guaranty deposits and securities, and 
the inventory and supplies, while almost 
disappearing in reality during the eleven- 
year period, were shown by the unstabilized 
figures to have been enormously enhanced. 
And although the gross assets fell to less 
than three-eights of their worth on De- 
cember 81, 1918, the unstabilized, book fig- 
ures show that they grew 336,110%. 

The remaining foreign cases make up the 
final group, which comprises companies sit- 
uated in countries where inflation was still 
less pronounced. The inaccuracies in these 
remaining cases may seem rather small. If 
so, the only justifiable reason for so re- 
garding them is simply that they are much 
less, for the most part, than those in the 
preceding cases. Nevertheless, they are sub- 
stantial when considered from the stand- 
point of the effects that they must have 
exerted upon the success of any business 
decisions formed from figures in which they 
were present. 

In the Jugoslavian example the accounts 
payable really declined more than half, in- 
stead of ascending (as the unstabilized fig- 
ures show) by 482%; the cash was little 
more than doubled, not increased 22.72 
times ; the accounts receivable and deferred 
charges rose less than twice, and not almost 
twenty-nine times; and so forth. In the Bel- 
gian case the inventories actually dropped 
nearly one-fourth, instead of rising two- 
fold and a third; the cash became a very 
minor fraction of what it had been, and did 
not stay practically unchanged; the secur- 
ities, instead of rising nearly thrice and 
one-fourth, declined about two-fifths; the 
net worth remained almost the same, and 
did not grow to over three and one-half 
times its earlier sum; and the accounts pay- 
able rose only 101%, instead of nearly 
thirteenfold as much. 

In the Luxemburg example the unstabi- 
lized figures show that the net fixed assets 
increased a third more than they really did; 
that the inventories increased about thirty 
times the actual increase; the accounts re- 
ceivable, over fourteen times the actual in- 
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crease; the securities and investments, over 
seven times; the gross assets, six times; the 
net worth, over two and one-half; etc. On 
the other hand, the cash is shown by the 
unstabilized figures as having decreased on- 
ly two-thirds, whereas the stabilized figures 
show that it decreased 95%. 


With slight variations the same sort of | 
story applies to the Czecho-Slovakian case § 


too. The mining property, for instance, 
really somewhat more than doubled, instead 
of increasing (as the unstabilized figures 
indicate) to nearly seven times its sum at 


the base date; the buildings decreased over § 
a fourth, and were not almost tripled; the | 


deposits grew only 121%, not 1,410%; 
the accounts receivable decreased practi- 


cally one-half although the unstabilized fig- } 


ures show an increase of over two and one- 


half ; the net worth increased by only 47%, 


not 293% ; and so forth. 


In the French case the net fixed assets : 


are shown by the unstabilized data per 
books as having increased three and three- 
fourths times as much as the stabilized 
figures show; the inventories are shown as 
having increased five and four-fifths times 


as much as the actual increase; the re | 
ceivables, six times as much; the total as- § 
sets and liabilities, five times ; the net worth, | 


three and four-fifths; the bonds payable, 
seven and four-fifths; the other payables, 
over six times. And the cash remained prac- 
tically stationary in substance instead of 
rising (as the unstabilized figures show) by 
379%. 

The gold value of the Italian lira, which 
is now stabilized at somewhat more than 
a fourth of its pre-war value, eventually fell 
about 50% more than has, thus far at any 
time since 1918, the general-purchasing- 
power value of the dollar. Nevertheless, the 
Italian example gives some intimation of 
the extent to which balance sheets in the 
United States may become ultimately af- 
fected by inflationary measures here. In the 
Italian example the unstabilized figures 
show that the net fixed assets increased 
more than 250% as much as they actually 
did; the unstabilized figures show that the 
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merchandise on hand increased four and 
two-thirds times as much as it actually did; 
the cash, over five times as much as it ac- 
tually did ; the accounts and bills receivable, 
practically five times as much; the gross 
assets, over three and one-half times; the 
net worth, more than thrice; and so on. 
Even when on an unrestricted gold basis, 
the United States experienced inflation 
from the middle of 1914 to the middle of 
1920. For in the short space of six years 
the dollar, as measured by Snyder’s re- 
vised index of the general price level, lost 
about one-half of its value. As a conse- 
quence, balance sheets prepared for dates in 
that period became more and more decep- 
tive. And, by showing figures suggesting 
action that was very often quite different 
from the action that should have been taken 
on the basis of the underlying conditions, 
such balance sheets were undoubtedly re- 
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sponsible for much of the ensuing depres- 
sion and readjustment period. 

Accounting and finance did not realize 
this at the time. Subsequently, however, 
various writers took pains to point it out. 


(Moreover, even if the growing deceptive- 
ness of the balance sheets of that period had 


been commonly understood, accounting 
could not have immediately devised satis- 
factory ways of meeting the growing emer- 
gency. Now, however, with the substantial 
literature that grew out of the efforts of 
foreign countries, notably Germany and 
France, to make their balance sheets mean 
something in periods of inflation, there is 
available the means of removing the decep- 
tion that inflation may yet cause to be 
present in balance sheets here.” 


* This means has been termed, “stabilized ac- 
counting” in the present writer’s articles on the 
subject. 
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NE OF THE most bitterly contested 
() provisions of the Securities Ex- 
change Act of 1984 was the pro- 
vision relating to marginal transactions 
and maximum loanable values of securities. 
Two different provisions were incorporated 
in the bills of the House and Senate; the 
resulting act being a modification of the 
House bill. 

Marginal transactions have long been 
the subject of reform movements. The 
Hughes Committee of 1909 was requested, 
specifically, to inquire into margin trading.’ 
A Federal judge furnished the Senate Com- 
mittee with “instances from his long expe- 
rience on the bench, indicating that a large 
proportion of business failures, embezzle- 
ments and even suicides in recent years were 
directly attributable to losses incurred in 
speculative transactions.” Measures were 
suggested during the last session of Con- 
gress to abolish margin trading and the 
Senate Committee deemed the radical step 
unwise only because of the “deflationary 
consequences which might follow.’” 

Marginal transactions involve the buy- 
ing and selling of securities with the aid of 
borrowed money. The amount of money 
which the purchaser or seller must advance 
has in the past been a matter of agreement 
between the customer and the brokerage 
house. The funds advanced by the customer 
represented an advance for the protection 
of the brokerage house, not for the protec- 
tion of the customer.* The customer ad- 


1The Hughes Committee came to the following 
conclusion: “Purchasing securities on margin is as 
legitimate a transaction as a purchase of any other 
property in which part payment is deferred. We 
therefore see no reason whatsoever for recommend- 
ing the radical change suggested, that margin trad- 
ing be prohibited.” 

2Senate Report 792, 73rd Congress 2d Session, 

Supra, note. 2. 

*Cordingley’s Dictionary, page 30, contains the 
following definition of margins or “cover” as the 
English express it: “Cash, marked cheques, on con- 
vertible bonds and securities when deposited with 
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vanced funds sufficient to protect his broker 
and took the risk of being sold out in case 
the market value of his securities declined 
to the point where his broker was forced to 
sell to avoid loss. 

Such informal arrangements are no long- 
er in esteem. Margins are to be arranged 
with the protection of the speculator® in 
mind as well as the broker. The new mar- 
gins will not, of course, prevent customers 
from being sold out® during rapidly moving 
markets, or continued advances or reces- 
sions, but the mere fact that margins will 
necessarily be increased under the recent 
rulings of the New York, Chicago and other 
exchanges, and the Securities Exchange 


Act’ should make for a stronger market | 


a stockbroker to guarantee him against a possible 
loss by parties who are speculating. . . .” 

*“The ease and celerity with which such a 
transaction is arranged, and the absence of any 
security by the broker of the personal credit of 
the borrower, encourage the purchase of securities 
by persons with insufficient resources to protect 
their accounts in the event of a decline in the 


value of the securities purchased.” Senator Duncan [| 


U. Fletcher, quoted in New York Times, April 21, 
1934. 

*This point has been argued from both points 
of view. So long as customers, particularly im- 
portant customers, have the power of bargaining 
with brokers as to the amount of margin required 
for their transactions there will be brokerage houses 
willing to carry such accounts on particularly thin 


margins. And so long as the situation prevails of | 


long and short accounts barely covered by margins, 
there will also exist a situation in which a slight 
drop, in the case of long accounts, and a slight 
rise in the case of short accounts, will result in a 
rush of selling or buying orders on the part of 
those speculators enjoying low-margined accounts. 
Such conditions, obviously, lead to very weak mar- 
ket conditions. Any action tending to increase the 
amount of margins required would tend to counter- 
act this condition. 

* The effective dates of the Exchange Act vary 
as to different provisions. Sections 7 and 8 cover- 
ing margin requirements and restrictions on bor- 
rowing by members, brokers and dealers, become 
effective on October 1, 1934. However, Section 7 
also provides that the provisions of the Exchange 
Act shall not apply “to any loan or extension of 
credit made prior to the enactment of this title 
or to the maintenance, renewal, or extension of 
any such loan or credit” until July 1, 1937. An 
exception to this authorizes the Federal Reserve 
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structure. There is also another very im- 

ortant point in this connection and one 
which the brokerage firms have had in 
mind, namely, that the increased margin 
requirements will tend to reduce speculative 
transactions. That this reduction in specu- 
lative transactions will have the deflation- 
ary consequences argued by brokers does 
not necessarily follow.® 

The proposals for regulating marginal 
transactions as first advanced in the re- 
spective bills of the House and Senate vary 
widely. The House bill provided for a rigid 
initial requirement and gave additional 
authority to the Federal Reserve Board to 
prescribe such rules and regulations as 
might prove to be necessary to “prevent the 
excessive use of credit for the purchase or 
carrying of securities.” (Section 6) The 
initial extension of credit was to be based 
on the following requirements: the max- 
imum loan® on securities not specifically 
exempt was limited to which ever of the fol- 
lowing percentages should be higher: 40 
per cent of the current market price or 
100 per cent of the lowest price at which 
the securities have sold in the preceding 
three years, but not more than 75 per cent 
of the current market price. This was fur- 
ther qualified by the provisions that until 
July 1, 1936, the lowest price at which the 
security had sold since July 1, 1933, might 
be taken in lieu of the lowest price at which 
it had sold in the three year period. 

The provisions given above were the basis 
for the arguments, advanced with great 
vehemence by brokers, regarding 150 per 


Board to prescribe whatever rules may be neces- 
sary to prevent the “circumvention of the provisions 
of this section.” 

§ Wall Street brokers cited an estimated liquida- 
tion of nearly $2,000,000,000 of securities on the 
basis of the proposed margin requirements of 60 
per cent. Such a liquidation would appear to be 
unlikely in view of the effective dates of the Act 
(see note 7) even if the 60 per cent provision 
had passed. That any drastic liquidation should 
result from the present requirements seems im- 
probable in view of the requirements of the New 
York Stock Exchange already in effect. 

*Loanable values and margins are complemen- 
tary. Under the original House bill margin require- 
ments were 60 per cent and loanable values 40 per 
cent. 
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cent margin requirements. As the public 
generally views the matter these require- 
ments would have constituted a 60 per cent 
margin. The discrepancy between the two 
views lies in the technical manner in which 
brokers figure margins. As an example, let 
us say a customer bought securities with a 
market value of $10,000. Under the pro- 
visions of the House bill he would have 
been required to advance, as margin, 60 per 
cent of the present market price, or 100 per 
cent of the lowest price at which the secur- 
ity sold during the past three years, etc. If 
we assume that the 60 per cent provision 
applied, the purchaser would have been re- 
quired to pay to the broker $6,000 and the 
broker would either have advanced the bal- 
ance of $4,000 or borrowed that sum from 
a bank or another broker. The situation 
then would be, from the buyer’s point of 
view, a 60 per cent equity in that particular 
lot of securities and a 40 per cent equity 
owing to some one else and secured by a 
pledge of the securities. In other words, the 
purchaser would consider that he owned 60 
per cent and owed 40 per cent of the value 
of the securities at the time of purchase. 
But the broker would regard the margin of 
the purchaser as a 150 per cent margin 
since he would figure that the purchaser ad- 
vanced $6,000, owed $4,000 and $6,000 
divided by $4,000 equals 150 per cent. It is 
conceded that the great discrepancy be- 
tween the two percentages makes good 
newspaper argument but really amounts to 
little else. 

The proposal advanced by the Senate 
differed from the House bill in that no rigid 
limitations such as 60 per cent requirements 
were incorporated. This bill gave to the 
Commission, empowered to administer the 
Act, the authority to prescribe necessary 
margins for each exchange. Such margins 
would not necessarily “be uniform through- 
out the United States.”*° 

The provisions of the compromise bill 
~ “Such rules and regulations need not be uni- 
form throughout the United States, and hence local 
conditions requiring special treatment may be taken 


into consideration.” Senator Duncan U. Fletcher, 
New York Times, April 27, 1934, 
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adopted as law contains, substantially, the 
provisions of the House bill, with the initial 
requirements modified to some extent.”* The 
only significant changes are the increase in 
the maximum loanable value from 40 per 
cent to 55 per cent, and a corresponding 
change in margin requirements from 60 per 
cent to 45 per cent; and the restriction 
of choice as to methods of figuring margins 
during the period ending June 30, 1936. 
The provisions originally allowed the buy- 
er to choose 100 per cent of the lowest price 
established during the preceding three 
years, always providing that they did not 
exceed 75 per cent of current market price, 
or, to choose the lowest price established 
“on or after July 1, 1988” which price 
“may be taken in lieu of, and considered as, 
the lowest price at which such security has 
sold during the preceding 36 months.” (Sec- 
tion 6) This provision has been changed in 
the Securities Exchange Act of 1984. July 
1, 1983, has been designated as the starting 
point, and loanable values, for the period 
ending June 30, 1936, will be figured on 
55 per cent of current market price, or 
the lowest price established since July 1, 
1933. 


Comparison oF LoANABLE VALUES FOR THE YEARS 1927-1933, or THrEE Common Srtocxs, Usrno Ta | 
Marcin RequirEMENTS OF THE New York Stock ExcuHance™ anp THE MarGIN PRovIsIONS OF TR 
Securities ExcnHance Act or 1934 


Security: American Can 


1927 1928 1929 
Security Act 37 59 67 
New York Stock 46 71 80 


Security: American Telephone & Telegraph 
Security Act 129 140 
New York Stock 118 126 
Security: United States Steel 


Security Act 107 
New York Stock 97 


119 
109 


“The extent of the modifications is more ap- 
parent than real, as will be seen when the loanable 
values of securities are discussed. 

% The alternatives to 45 per cent margins in the 
Compromise Bill are the same as those in the 
original House Bill; that is, the loanable value is 
determined by whichever is the higher of 55 per 
cent of current market price or 100 per cent of 
the lowest market price of the security during the 
preceding 36 calendar months with the exception 
that the values, determined in this manner, cannot 
exceed 75 per cent of current market price. 


The Accounting Review 


148 
151 


119 
116 


The requirements mentioned above, up. 
der the present Act, are subject to such 
changes as the Federal Reserve Board may 
see fit to make. The values accepted fo 
initial extensions of credit may be increase 
(margins decreased) by the Board if such 
reductions are necessary in the interest of 
commerce and industry, “having due re 
gard to the general credit situation of the 
country.””* Margin requirements may ke 
increased if such changes are deemed to be 
necessary by the Board to “prevent the ex. 
cessive use of credit to finance transactions 
in securities.”** 

Since Wall Street brokers and Stock Ex- 
change officials have protested so vigorous. 
ly against the margin requirements of the 
various bills, a more or less hypothetical 
comparison of loanable values under the 
rules of the New York Stock Exchange, as | 
in effect at the present time, and loanabke | 
values under the requirements of the Secur- 


ities Exchange Act, might be of interest, § 


The following comparison has been pre- 
pared using as a basis the averages of ap- 
proximate closing prices of each of three 
common stocks for the months of October, 
November and December of each year: 


#% Section 7b (1). 

4 Section 7b (2). 

* The uniform margin requirements of the New 
York Stock Exchange were not effective through 
1927, as represented on the table above. These re 
quirements were put into effect during August, 
1938, and are as follows: (1) On accounts with 
debit balances of less than $5,000 customers must 
maintain margins of 50 per cent of debit balance. 
In non-technical terms, the customer must advance 
1/8 the market price of securities purchased and 
the broker advances 2/3 of the market price. (2) 
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This comparison is, of course, not ac- 
cording to the facts for the reasons: (1) 
the uniform requirements of the New York 
Stock Exchange were not in effect during 
nine of the ten years shown in the table, and 
(2) the use of the 50 per cent debit rule 
instead of the 30 per cent debit rule does 
not cover the majority of cases and the 
results indicate that the margin require- 
ments of the New York Stock Exchange 
are higher than they actually are, or were, 
because of the omission of the lower-mar- 
gined accounts. However, these rough ap- 
proximations, based on the above assump- 
tions, do indicate one thing, namely, the re- 
sult of having included in the requirements 
the option of using either the rigid 55 per 
cent requirement or the lowest price estab- 
lished in the preceding three years. 

According to Section 7 (a) of the Act 
the prescribed margins are “For the pur- 
pose of preventing the excessive use of 
credit for the purchase or carrying of 
securities.” It seems rather ironical that 
the requirements of this Act should be more 
liberal in many cases than the requirements 
of the New York Stock Exchange, although 
the point should not be over-looked that the 
increase in margin requirements of the “Big 
Board” occurred after much of the agita- 
tion for exchange regulation had started. 
With regard to the figures cited, it is ob- 
vious that with regard to stocks which have 
not fluctuated violently the 55 per cent 
option would be disregarded in favor of the 
lowest price, usually curtailed to 75 per 
cent of current market price. This would 
allow security loans on such stocks some- 
where between the margins of 55 per cent 
and 75 per cent as compared with the 
present loanable values under exchange re- 
quirements of 66 2/3 per cent and 77 per 
cent. With regard to stocks which have 


On accounts with debit balances of more than 
$5,000 customers must maintain margins of 30 per 
cent of debit balance. This, stated non-technically, 
may be interpreted as requiring customers to ad- 
vance 23 per cent of the market value of securi- 
ties purchased and the broker advancing 77 per 
cent. This requirement applies to all accounts where 
the customer “puts up” $2,500 or more. See New 
York Times of February 28, 1934, statement by 
T. G. Corcoran. 


303 


fluctuated more than such stocks as Amer- 
ican Telephone and United States Steel but 
which are not the most volatile of stocks, 
the 55 per cent margin would have applied 
in most cases, which is considerably under 
the loanable values of the present exchange 
requirements. 

Possibly the juggling of three-year lows 
and July 1, 1933, lows is due to fears of 
liquidations. Certainly by placing the start- 
ing point at July 1, 1938, the abnormally 
low prices of the week preceding the Bank 
Holiday of 1938 are avoided and the pos- 
sibility of using the 75 per cent figure of 
current values thereby increased. However, 
the question arises of the wisdom of giving 
greater percentage loans against some 
stocks than others. Will this procedure not 
tend to center speculative activity against 
those stocks which have maintained their 
prices at relatively stable levels? 

The discretionary power permitted the 
Federal Reserve Board under the Exchange 
Act anticipates much of the criticism which 
might logically be centered on rigid statu- 
tory percentage requirements.**** The 
question of regulating and controlling 
speculation by definite percentage require- 
ments is one which will only be settled in the 
future, if at all, and any control which the 
Federal Reserve Board may achieve will, it 
is contended, have to be achieved through 
intelligent use of the power to alter the 
margin requirements with due regard to the 
“general credit situation of the country.” 


* It is interesting to note that the much-vaunted 
English system does not provide for any regula- 
tions covering margins, either statutory or uniform. 
On the London Stock Exchange clients enjoy credit 
from time of transacting purchases and sales until 
settlement time. This credit may be extended for 
a fortnight or it might be for a day or so, if the 
transaction occurred immediately before a settle- 
ment day. Whether margins are “put up” or not 
depends entirely on the bargain between the cus- 
tomer and the broker. Brokers demand introduc- 
tions and references and may demand security if 
they wish. 

Qn the Paris Bourse, one of the outstanding 
examples of a stock exchange closely regulated by 
governmental authority, there are no statutory re- 

uirements covering marginal transactions, al- 
p saa there are uniform margins demanded. How- 
ever, the amount of margins may vary according 
to the state of the market. 
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HERE Is an increasing tendency for 
American statutory law to rest div- 
idend declarations upon the existence 
of an excess of assets after excluding ap- 
praisal increases. This is accompanied by 
a tendency to drop the traditional common 
law test of the existence of undivided prof- 
its.* The growing preference therefore 
seems to be for an indirect control over div- 
idends by rules which say in effect: Main- 
tain capital and all excess assets (except 
appraisals) may be disbursed as dividends. 
This type of rule creates the problem of 
defining the capital which is to be main- 
tained. On the other hand, a direct ap- 
proach to dividend control would favor a 
rule which would say in effect: No divi- 
dend disbursement may be made beyond the 
amount of the accumulated, undivided prof- 
its. The problem then would become one of 
defining profits for dividend purposes. 
Presumably either method could be made 
to work satisfactorily provided only that 
the respective definitions were comprehen- 
sive and their interpretations clear enough 
to furnish trustworthy controls in all in- 
stances. But recent changes in corporation 
statutes have not shown much tendency to 
produce an adequate definition of the capi- 
tal fund to be maintained before dividends 
may be declared. Therefore it is fair to say 
that but little progress has been made under 
the assets test in the direction of adjusting 
statutory law to modern corporation prob- 
lems beyond ruling out appreciation values. 
Perhaps profits as a dividend base would 
be no easier than capital to define satis- 
factorily. Yet that approach has the better 
chance for ultimate success in use because 
the nature of profits is much better under- 
stood by most people and because the ac- 
counting technic of measuring profits is 
better developed than the technic of meas- 
uring capital. The problem of calculating 


*Cf. “The Dividend Base” in the AccountTinG 
Review, June, 1934. 
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profits has been the central theme of ae- 
counting from the beginning and all of the 
slowly accumulated knowledge of the sub- 
ject bears directly or indirectly upon prof- 
its. 

In an examination of the problems likely 
to be raised by the use of the profits test 
alternative, it may be difficult to distin- 
guish sharply among transactions which 
seem to possess profit characteristics and 
those which may properly be taken into 
consideration in dividend declarations. And 
even if clear distinctions could be drawn, it 
may still be hard to decide where statutory 
control should stop and managerial policy 
begin. Yet difficult of solution or not the 
problems need to be faced if good account- 
ing, sound finance and dividend law are to 
be interwoven into an intimate fabric of 
business control. 

The first important question to raise an 
issue between surplus and profits as the div- 
idend base was the availability of appraisal 
surplus for cash dividend. By this time it 
is probably safe to say that the decision 
has been rendered in both accounting and 
law. Yet it should be noted that the basic 
issue was not whether capital was main- 
tained or impaired by dividends out of ap- 
preciation surplus or whether assets should 
or should not be revalued, but whether the 
declaration was from realized or unreal- 
ized profits. The question was fundamental- 
ly one of distinguishing true profit from 
something which merely had the debit and 
credit characteristics of profit. Whenever 
men saw clearly that appreciation credits 
where not profits, they were convinced that 
such credits should not be considered in 
indicating the amount of assets which could 
be paid to stockholders as dividends. 

The discussion of appraisal problems led 
accountants to favor the use on the balance 
sheet of the item earned surplus and led 
lawyers to favor statutory exclusion of 
appraisal values from forming a basis for 
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cash dividends. The two results of the dis- 
cussions are not true counterparts. The 
accountant advocates a clear separation in 
the financial statement of earned and un- 
earned surplus or, more strictly speaking, 
of realized and unrealized profits, and thus 
provides figures which can be a direct and 
positive guide to a proper dividend policy. 
The lawyer, through corporation statutes 
which permit any excess of assets not re- 
lated to revaluation to be paid out as div- 
idends, succeeds in providing only a nega- 
tive guide to dividend policy. 

It would have been easy to exclude cash 
dividends based on appreciation and at the 
same time harmonize statutory law with 
both the common law’s preference for a 
profits test and the accountant’s and the 
business man’s conception of the source of 
dividends. This could have been accom- 
plished by a statute in which the thought 
was that cash dividends could be declared 
only from current or accumulated profits 
determined according to the principles of 
good accounting to have been actually real- 
ized. Such a phrasing would crystallize in 
the law the important and fundamental ac- 
counting distinction between realized and 
unrealized profits. Instead the newer stat- 
utes merely exclude a certain type of trans- 
action from consideration as a base for 
cash dividends. They embrace the principle 
of realization only by implication. 

When statutory law is thought of as the 
codification of common law, it is difficult 
to understand why the common law doc- 
trine that dividends presuppose profits was 
not given raore direct expression in recent 
statute revisions. If this were done, that 
“no-man’s land” which lies between accu- 
mulated, realized profits on the one hand 
and stated capital on the other, would be 
much less of a problem than it is today. If 
that area between the stated capital which 
is the creditors’ protection and earned sur- 
plus which is the source of the stockholders’ 
dividends were to be clearly delineated 
along with its two neighbors, it would seem 
to promise at least relief from interminable 
argument. 

It was implied in a statement above that 
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the accountant’s use of earned surplus was 
designed to reveal by contrast the existence 
of an occasional unrealized surplus. This 
would be the result only if “earned” and 
“realized” were synonymous terms. Though 
often used synonymously, the terms ought 
to be distinguished for there is need of 
words to draw just the distinction which 
lies between these two. The difference which 
these terms connote may appear in this 
simple sentence: “The man realized a for- 
tune but he has not earned it.” Reality and 
possession there may be, but the more im- 
portant question is whether any service 
has been performed which would explain the 
appearance of the thing possessed. 

The distinction in question will be seen 
even more clearly in contrasting operating 
net income and capital gains. Both are 
realized increments to the total assets. But 
only one is earned in the sense of being 
compensation for active services rendered ; 
only one is useful as a measure of the power 
to produce a recurring return. Nothing 
is actively done to “earn” a capital gain. 
Ownership of the assets sold is enough it is 
true to give the recipient a clear legal title 
to the assets received in exchange and a 
transfer of title constitutes the final act of 
“realization.” But there is an important 
distinction between being the claimant, by 
law and custom, to the proceeds of a sale, 
and having earned a return by right of 
services performed. 

Perhaps this distinction between earned 
income and unearned profit as well as the 
distinction between realized and unrealized 
profits should be given consideration in the 
law of dividends. 

Public interest in capital gains and 
losses flared up not long when newspaper 
headlines directed attention to certain in- 
come tax testimony being given before a 
committee of the United States Senate. 
Under our income tax laws capital gains 
are taxable as profits and capital losses 
are deductible. One result of the law, it 
is said, was to discourage holders of se- 
curities from selling at the top—a time 
when selling would help hold the market 
to greater sanity—and encouraged the 
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dumping of securities all along the way 
down to establish deductible losses—a time 
when holding or buying would steady the 
market. 

The fact that a senatorial investigation 
was in progress and that big names were in- 
volved made the matter news. There was 
little news value in the theory of capital 
gains and losses. Yet the issue of capital 
gains versus earned income had repeatedly 
been raised over a long period of time. The 
Journal of Accountancy in July of last 
year pointed out that the accountants con- 
sulted when the first American income tax 
laws were passed more than twenty years 
ago were in favor of the British plan of 
ignoring capital gains and losses. More re- 
cently, although still ten years before the 
above mentioned senatorial hearings, the 
Secretary of the Treasury in his 1921 re- 
port criticised the taxation of capital gains 
because men have a tendency to keep prop- 
erty which they would just as soon sell 
rather than pay high taxes in the in- 
creases. In 1923, he expressed the opinion 
that it would be sounder policy not to rec- 
ognize either capital gains or losses for in- 
come tax purposes, that being the plan 
followed by all other countries having in- 
come tax laws. In 1921 Robert Montgom- 
ery expressed his opinion (Auditing The- 
ory and Practice, p. 321) to the effect 
that, while capital gains were legally avail- 
able for dividends they were less likely to 
create false impressions as to earning pow- 
er if they were held as a contingent reserve 
for possible losses from other capital ad- 
justments. Yet Congress has never yielded. 

Perhaps the tax laws are not, as some 
might believe, a simple grasping for the 
utmost revenue or a gladly welcomed op- 
portunity to “soak the rich.” Perhaps 
there may be a real difference between the 
judicial—and therefore also legislative— 
conception of income and that held by busi- 
ness men and accountants.* The courts 


* Maurice E. Peloubet writes: “One of the prin- 
pical causes of the unspeakable complexity of our 
tax laws is the endeavor to tax everything rather 
than to tax what is definitely recurring or ordinary 


The Accounting Review 


view that excess assets (surplus) is the 
basis of dividends and that maintenance of 
capital is the primary consideration, is con- 
sistent with the view that income consists of 
all gains from whatever source derived, 
There is also a certain consistency in the 
apparent attitude of American courts in 
holding that capital losses must be made 
good before earnings are available for diy- 
idends. This would not follow if capital 
gains were held not to be income. 

The other view is that capital gains are 
not income, that capital losses affect capi- 
tal and not the availability of current or 
accumulated earnings, that dividends are 
more properly based upon earned income 
than upon balance sheet surplus. This is 
approximately the view expressed in Brit- 
ish income tax practice and held by many 
American accountants. 

If the difference in opinions is based upon 
different conceptions of the nature of in- 
come and dividends, then there is still a 
place for further discussions. Differences 
may grow less as mutual understanding 
increases. 

Accountants are always greatly con- 
cerned that no bookkeeping usage or finan- 
cial statement practice shall be permitted 
to create false impressions or work a de 
ceit upon the reader. The advances made 
in accounting have largely been the result 
of a constantly increasing refinement of the 
disclosures which will reveal conditions and 
causes. Wherever accountants have found 
a complex account or term, their instinct 
for clarity has led them to seek to break 
it down into its constituent elements. It is 
this urge which placed accountants on ree- 
ord as favoring a separation of realized 
and unrealized profits both in financial 
statement practice and as a matter of law, 
and which may be relied upon in the end to 
bring increasing support for a similarly 
effective separation of operating income 
and capital gains. 

The two terms themselves indicate the 
existence of distinctions. Operating income 


income and limit the tax to that.” The Journal 
of Accountancy, September, 1934, p. 197. 
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arises out of the regular activities of the 
enterprise—furnishing a service, buying 
and reselling a line of goods, or manufac- 
turing and selling newly formed products. 
It is in the nature of a recurring return 
for services rendered, a sort of manage- 
ment-wage. It is the net resultant of asso- 
ciating income increments (revenue) and 
income decrements (expense). 

Capital gains and losses on the other 
hand are non-recurring returns which arise 
in occasional, sporadic transactions in cap- 
ital or liabilities. They occur outside of the 
regular fulfillment of the particular func- 
tion of the enterprise. Their magnitude is 
much less subject to conscious control by 
managerial acts than are operating in- 
comes; their very existence is conditioned 
by influences outside of the business. They 
reflect strongly the changing sweep of the 
business cycle and are for the most part 
fortuitous and speculative results. In fact 
capital gains, when they are not outright 
gifts, are simply realized value-increments 
which in their unrealized state are subject 
to specific dividend restrictions both in law 
and accounting. Capital losses, when not 
purely the consequence of unpredictable 
physical disaster, are simply realized value- 
decrements against which experienced and 
conservative judgment will have built up 
such reserves as may be possible. 

Surely there is ample difference be- 
tween realized value-increments and service- 
earned income to warrant drawing both ac- 
counting and legal distinctions. 

From a business point of view the sale 
of a capital asset is merely the conversion 
of a long-lived asset into some kind of 
short-lived asset which is judged more suit- 
able to the existing circumstances. There 
is nothing to disburse to the stockholder 
except in liquidation of some of his invest- 
ment. If a capital asset for replacement 
should cost less than the one displaced, 
some new liquid capital is made available 
for other uses; if replacement should cost 
more, additional liquid capital is locked up 
in a fixed asset. 

If replacement, however, is not in ques- 
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tion there has been an increase in liquid 
capital regardless of any profit or loss 
from the sale. The liquid asset may be used 
in any way that any working capital may 
be used. That is one side of the picture, 
a side often neglected from overstressing 
the purely legal fact that title to property 
has been passed. It does not necessarily 
follow that sale (passing of title) is the 
only criterion of the appearance of a dis- 
tributable profit. The conclusion followed 
only where the concept of distributable 
profit fails to distinguish capital increment 
and earned income. In both cases it is true 
that the enterprise is better off in terms of 
total assets than it was before the trans- 
action. But there is a vast difference in the 
significance of the increase of assets in the 
two cases. It makes a difference to the man- 
agement, the stockholders, the lender, to 
practically everyone concerned—except 
possibly the lawyer—whether the assets to 
be distributed arose as a capital asset in- 
crement or as an earned income. The per- 
manence of the stockholders’ investment, 
the security of the lenders’ advances, the 
wisdom of the management’s future poli- 
cies, all are concerned in the clear disclo- 
sure of the full facts regarding the limita- 
tions of use under which the assets are held. 

If these obviously different sub-elements 
of “profits” are to be recognized, they re- 
quire but very simple changes in account- 
ing practice. Entries in earned surplus 
would be restricted so that the contents of 
the account would harmonize with the 
thought behind the account title: here is 
the resting place of undistributed, past- 
earned, operating income. Present usage 
makes the same account title cover both 
earned income and capital gains. Capital 
gains and losses should receive separate 
treatment consistent with their own nature 
and be debited or credited to a capital val- 
uation account (if desired, capital surplus 
or even paid-in surplus might be used). 
Thus used capital variations account would 
be in effect an adjunct to capital stock ac- 
count indicating by its credit balance a pre- 
ponderance of accumulated capital incre- 
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ment and by its debit balance a preponder- 
ance of accumulated capital decrement. 

Accounting is now mature enough so 
that it need be no longer afraid of the big 
bad wolf, “deficit account.” That is merely 
a capital valuation account with a debit 
balance and it may constitute the most en- 
lightening item on the statement. A deficit 
should be required to be disclosed in at least 
one balance sheet. Indeed there is no fun- 
damental reason why it may not be plainly 
carried in as many balance sheets as need 
be. Capital impairment is not something to 
hide but something to be overcome by sav- 
ing subsequent income or by reorganizing 
the capital structure. The legislatures’ in- 
tention to provide creditor protection is 
amply served if plain notice of the situation 
is rendered those interested; their remedies 
are clear if their contractual rights are 
touched or if unlawful diversion occurs of 
the assets to which they have prior claim. 
There is no necessity for precipitous con- 
cealment of the fact that a deficit has oc- 
curred. 

Thus it would seem as simple in law as 
it is in accounting to recognize that profit 
may have sub-elements. Corporation stat- 
utes could provide, (1) that cash dividends 
may be declared only from current or ac- 
cumulated net income determined by the 
principles of good accounting to have been 
earned in operating the business, and (2) 
paid-in surplus shall be given special treat- 
ment as follows: (a) gains or losses result- 
ing from the sale of capital assets held over 
two years shall be carried into paid-in sur- 
plus [perhaps to capital reserve, capital 
surplus, capital valuation, or some such ac- 
count], and (b) any cash distribution to 
be charged to paid-in surplus shall consti- 
tute a return of capital to be called a “divi- 
sion” and all parties at interest must be 
notified that such distribution is not made 
from regularly recurring income earned by 
operations. 

With this sort of practice established 
there would be less pressure upon directors 
to protect earnings through covering defi- 
cits by revaluation of assets or unnecessary 
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reorganization of capital structure. Th 
simple and natural thing to do as long x 
the concern is not hopelessly insolvent woul 
be to make it possible for the directors ty 
use a large part of current earnings ove 
a period of time to cut down the deficit 
carried forward while allowing them free. 
dom to use a smaller part of the earning 
for paying at least some dividends to stock. 
holders. 

There is still another issue raised by the 
proposal to rest dividend declarations up 
profits rather than surplus. It is the ques 
tion whether income earned and income 
financially available for distribution should 
be distinguished. The mere presence of sur- 
plus does not of itself justify dividends, 
Many changes may have been made in the 
assets derived from profits which render 
them unavailable for distribution or make 
their disbursement unwise. In fact the sur} 
plus actually available for withdrawal in 
the form of current assets is inescapably 
circumscribed by the condition of the assets 
regardless of what the statutes may say. 

The law’s attitude has been that diree- 
tors should have a perfectly free hand with 
the assets so long as dividend payments did 
not reduce the capital-margin established 
for the protection of creditors. Thus the 
law sets a bare minimum to directors’ div- 
dend actions when to the layman it would 
seem possible for the law also to have placed 
a premium on the use of a standard of ac 
ceptable practice above the lowest possible 
minimum. If legal availability and financial 
availability were brought closer together, 
the law would be in the happy position of 
fostering sound practices rather than open 
to a charge that its minimums left the way 
open for many unsound practices to be 
called legal. 

The experience of recent years has shown 
that a simple showing of “surplus” on 8 
balance sheet was open to misinterpreta- 
tion. Common understanding and general 
practice made such surplus mean “realized 
profits” ; but loopholes in corporation law 
made it possible for some companies to sub 
merge unrealized profits in surplus. After 
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considerable agitation this situation is be- 
ginning to be remedied. But common under- 
standing and general practice also con- 
sider surplus or even earned surplus to 
mean “the amount available for dividend 
if the directors decide to declare one.” As 
a matter of fact, directors are under no 
such freedom and their financial state- 
ments are not of the highest type if they 
fail to disclose the real limitations involved. 

Some of the most definite and inescapa- 

ble restrictions upon the availability of sur- 
plus arise in the contracts made by the com- 
pany with its security holders. Bond inden- 
tures frequently provide that sinking fund 
reserves must be set up, or that a certain 
ratio of current assets to current liabilities 
must be maintained. Preferred stock con- 
tracts have been known to require that a 
certain amount of surplus shall exist before 
dividends may be paid on the common stock, 
or that a certain ratio of net tangible assets 
(sometimes it is current assets) to pre- 
erred stock shall be maintained, or that 
preferred stockholders shall have certain 
voting power when adequate working cap- 
ital is threatened.* These and numerous 
other contract clauses definitely restrict 
the availability of surplus no matter how 
completely it may consist of realized prof- 
its. 

In addition to contractual restrictions 
whose observations are compulsory, numer- 
ous restrictions are placed upon the finan- 
cial availability of surplus by voluntary 
action of the directors for prudent admin- 
istrative reasons. The usual surplus re- 
serves for contingencies, extensions, capital 
losses, etc., are still “surplus available for 
distribution” as far as corporation law is 
concerned. In the balance sheet they are but 
outward and visible signs of the directors’ 
action regarding availability of surplus 
which otherwise would be unknown to most 
people. And since the directors’ actions in 
regard to reserves can be rescinded such 
reservations can be restored to surplus if 


*Cf. Lloyd B. Raisty, “Working Capital Safe- 
—_ The Journal of Accountancy, September, 
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desired. So too certain contractual re- 
serves, like sinking fund reserves, could be 
returned to surplus when the object of the 
reservation had been attained. 

But does the surplus account after such 
restorations represent surplus which is 
financially available? It may and it may 
not. And if such surplus could not be com- 
pletely disbursed out of current assets, is 
not the reader deceived who looks to the 
surplus account or the balance sheet for 
the clue to possible dividend disbursements? 

Neither law nor accounting has yet suc- 
ceeded by prescription or practice in mak- 
ing clear the financial limitations on divi- 
dend distribution which exist at the date of 
the balance sheet. Yet financial availability 
probably is the most significant single item 
of information buried in that statement. 
Not how much realized profits have accu- 
mulated but how much of the realized profits 
could be disbursed: that is the most perti- 
nent question. 

A reserve created out of earned surplus 
for plant extensions is returnable to earned 
surplus when the saved current assets have 
finally been converted into fixed assets. Yet 
it is plain that a large part of the earned 
surplus would be quite impossible of dec- 
laration as a cash dividend since the earned- 
assets were no longer available for current 
disbursement. The statement would be 
nearer the truth if the reserve was closed 
into a non-distributable capital surplus, 
thus making earned surplus a closer ap- 
proximation to the concept, surplus-earned- 
and-available-for-distribution. 

The same question may arise regarding 
a sinking fund reserve after the debt has 
been discharged. At that time the accounts 
show a plant paid for out of assets derived 
from earnings. The earned-assets are locked 
up in plant and as a result the same amount 
of what was once earned surplus is now un- 
distributable surplus. This reserve, like the 
extension reserve, would be more properly 
transferred into a capital surplus, or per- 
haps be made the basis of a stock dividend. 

Surplus may also be made unavailable 
for distribution without the use of contract 
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reserves or voluntary reserves by merely 
tying up the assets which it represents in 
non-disbursable forms. An enterprise can- 
not continue operations without maintain- 
ing a revolving fund of working capital. In 
fact the fund has a certain minimum which 
is as indispensable and unchanging as pro- 
ductive plant can be. That much surplus at 
least is at all times financially unavailable 
for dividends. If the working capital is 
larger than current requirements dictate, 
then more surplus is locked up than other- 
wise would be the case and less is financially 
available for dividends. If working capital 
is drained lower than normal, additional 
surplus may be thus released for distribu- 
tion but only at the risk of cramping op- 
erations by the lack of working capital for 
current expenses and short term debts. 
Funds could also be released for distribu- 
tion by restricting inventory replacements 
and sales on credit. In a similar way, sur- 
plus previously tied up in fixed assets may 
be released for distribution to the extent 
that depreciation is recovered in the sales 
price without having subsequently lost its 
current form by being re-invested in fixed 
asset replacements.* 

For surplus locked up in the minimum or 
normal fund of working capital a proper 
accounting treatment, following the prece- 
dent of sinking fund and plant extension 
reserves, would be the creation of a reserve 
for surplus invested in working capital. If 
this and other similar adjustments for 
availability were consistently carried 
through, earned surplus could be brought 
into close approximation to the concept 
“earned surplus financially available for 
dividend distribution.” With such a con- 
notation, surplus would have undergone an- 
other refinement comparable to the refine- 
ments involved in separating realized and 
unrealized surplus and _ distinguishing 
earned and unearned surplus. 

Should it be thought proper to give sup- 


*A. H. Winakor, “Maintenance of Working 
Capital of Industrial Corporations by Conversion 
of Fixed Assets,” University of Illinois Bureau of 
Business Research Bulletin No. 49. 
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port in dividend law to consideration of the 
financial availability of surplus, the matter | 
could take some such form as the following: | 
Cash dividends may be declared only fron | 
current or accumulated net income which 
has been ascertained according to the prin. | 
ciples of good accounting and sound finane 
to have been earned from operations and 
to be available for distribution without re 
ducing net working capital so far as to 
make difficult the discharge of current 
debts. 

Clearly the use of the profits test as the 
basis of dividends is not without its diffi 


culties. But in spite of its obvious prob § 


lems this test has the better chance than 


the assets test of clarifying the dividend § 


question, if given an opportunity, for the 
reason that the theory and technic of meas- 
uring profits is better developed and the na- | 
ture of profits is better understood than 
the nature of the capital fund. 

If profits shall be the test, where shall 
the line be drawn in defining distributable 
profits and who shall lead in fixing the line’s 
location? 

It probably is fair to say that account| 
ing opinion led the way in favoring the ex-| 
clusion of unrealized appreciation from 
dividends. The newer corporation statutes 
now reflect the same view. It probably is} 
fair also to say that representative ac- 
counting opinion also favors—at least for 
income tax laws—distinguishing clearly be 
tween recurring operating income and nor 
recurring profits, including capital gains 
in the latter group. Whether professional| 
accounting opinion, in the face of our pret} 
ent income tax laws, would favor distin] 
guishing these two types of gain for div} 
dend purposes is not so readily determina- 
ble at this time. But let it be noted that} 
most accountants will be inclined to sup) 
port the rule of some of the newer statutes} 
(as Illinois) that paid-in surplus may bk 
returned to stockholders only if accom 
panied by clear notice of the peculiar n 
ture of the distribution and that the Se 
curity Exchange Act (Sec. 13b) makes 
specific mention of the differentiation 0 
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recurring and non-recurring gains. In the 
light of these circumstances accountants 
could be expected pretty generally to ac- 
quiesce if capital gains were required to 
be given special treatment when made the 
basis of dividends. 

Acquiescence may not be enough, how- 
ever. Will accountants take the lead in ex- 
tending this practice as they did with the 
separation of appraisal surplus? Perhaps 
they can go beyond mere disclosures of 
varieties of surplus and urge in every suita- 
ble way that dividends be restricted to 
earned income rather than to earned sur- 
plus. Perhaps they can consistently ad- 
vocate carrying all major capital-value ad- 
justments to capital surplus while confin- 
ing all operating results to profit and loss 
surplus so that the two surplus accounts 
shall always mean just what their titles say. 

Accounting literature dwells at length 
upon auditors’ duty to disclose “true 
financial position” ; little or nothing is said 
regarding any necessity for disclosing 
“true earning power.” Yet trustworthy 
knowledge concerning the latter is far more 
important to more people than information 
concerning probable ability to pay debts. 
And it is very doubtful whether earning 
power can be satisfactorily deduced from 
a study of even the better present day certi- 
fied balance sheets. 

Accountants have long been familiar with 
the usual reserves and may be relied upon in 
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an audit to satisfy themselves that reserves 
made necessary by creditor contracts and 
reserves which reflect the stated policies of 
the directors are properly expressed. But 
there is not much evidence that account- 
ants have tried to work out a technic for 
making clear the distinction between in- 
come earned and income available for divi- 
dends, or the distinction between surplus 
realized (and therefore according to pres- 
ent legal ideas fully available if the direc- 
tors choose) and surplus assets actually 
financially disbursable should a dividend 
declaration be made. In the service of the 
client however the auditor is under no com- 
pulsion to rest content when he has revealed 
the legal maximum which might be declared 
— if it could be disbursed. 

If accountants will realize the limitations 
upon the effectiveness of their service which 
flow out of the belief that professional duty 
is satisfied when the auditor sees that the 
letter of a statute is not violated, and if 
accountants can be persuaded to accept 
some responsibility for fostering the ex- 
tended acceptance of sound financial prac- 
tices, the law may be expected to follow ac- 
counting leadership. Changes in the law 
are made to correct demonstrated bad prac- 
tices or to codify established custom and 
good practices. Law follows rather than 
leads public opinion. And in such matters 
as these, experienced public accountants 
constitute the best sort of public opinion. 


of the 
atter | 
wing: = 
from | 
which 
nance 
3 and 
at re 
as to 
rrent 
as 
the 
prob- 
than 
idend 
r the . 
meas- 
Na- 
than 
shall 
table | 
line’s ah? 
ount- 
from 
ly is 
ac: 
st for 
ly be 
gains 
sional | 
istin- 
divi] 
mina- 
that 
tutes} 
ny be 
nakes 
yn of 
> 


INCIDENCE OF EXPENSES IN ACCOUNTING 


ArTHUR H. WINAKOR 


suRVEY OF the progress of accounting 
A as a science quickly discloses that 
advancement in the field has been 
largely dependent upon an adequate differ- 
entiation among assets, expenses, liabilities, 
income, receipts, expenditures, and the like. 
A correct separation of expenditures into 
assets and expenses on the one hand, and 
of receipts into liabilities and income on the 
other hand, makes possible the attainment 
of modern accountancy and financial state- 
ments. The early systems of bookkeeping 
made no adequate distinction between ex- 
penses and assets and income and receipts. 
These items are intimately related and to 
differentiate among them means the cor- 
rect calculation of profits and losses and 
financial conditions. A correct statement 
of assets cannot be made without a correct 
computation of expenses. Likewise, an ac- 
curate measure of income is not attainable 
without an adequate separation of income 
from receipts. If any one of these four 
items is incorrect, then either one or both 
of the two major financial statements must 
likewise be fallacious. 

Second only in importance to the recog- 
nition of the distinction among these items, 
is the determination of the moment when 
expense was separated from the assets, and 
when the income arose in the assets. A cor- 
rect periodical determination of profit, 
financial condition, etc., can be attained 
only if the proper allocation of the expense 
and income is made in terms of time inter- 
vals. It is essential to recognize the nature 
of each item, and equally important to 
charge each expense or credit each income 
to the period in which it arose. These are 
the problems of expense incidence and in- 
come emergence. 

A much greater emphasis seems to have 
been given in accounting to the problems 
of income emergence or the proper distinc- 
tion between income and receipts than to 
those of expense incidence. In general, it 
appears that the principles which have been 


laid down for the determination of what jy 
income are fairly adequate for present ac. 
counting problems. The passing of title to 
goods or services is accepted as a major 
criterion for the determination of the emer. 
gence of income.’ There is, however, a les 
complete body of literature on the equally 
important phase of accounting, namely, the 
incidence of expense, or the determination 
of the moment when an outlay is properly 
chargeable to operations. The problems of 
expense incidence have been largely taken 
for granted with no very close examination 
of the nature of expense or of its relation- 
ship to the production of income and the 
actual time-interval to which the expense is 
attributable. 

There are, of course, exceptions to this 
broad statement, the most obvious of 
which is the calculation of depreciation. In 
the case of the fixed assets, the great dis- 
tinction between the expense and the outlay 
early forced itself upon the attention of ac- 
countants. Thus it is today universally 
recognized that depreciation is an expense 
of the period in which it occurs and that it 
has little relationship to the actual time at 
which the outlay itself was originally made. 
There is also another exception—namely, 
the work of Castenholz in the related fields 
of expense determination in connection with 
problems of the moment when distribution 
outlays are properly chargeable to opera- 
tions as expense.” His writings have been 
concerned with the inaccuracies which are 
produced in operating results when such 
outlays are charged to profit and loss at 
the time of their expenditure, rather than 
at the time when they were consumed, ex- 
pired, or gave value in stimulating sales.* 


*Montgomery, R. H., Auditing Theory & Prae- 
tice, Ronald Press Co., N.Y., 1922, Vol. i, 3rd edi- 
tion, p. 522. 


? Castenholz, William A., The Control of Distri- 
bution Costs and Sales, Harper and Brothers, N.Y. 
1930. See especially Chapter X, Standard Distribu- 
tion Costs. 

* Apparently Castenholz failed to see the major 
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Incidence of Eapenses in Accounting 


It is the intention in the following par- 
agraphs to appraise some characteristics 
of outlays and expenses, and to attempt to 
formulate some principles for the determi- 
nation of expense incidence and outlay ex- 
piration. Perhaps a careful analysis of 
these problems will lead to a more accurate 
accounting procedure and tend to elimi- 
nate some of the practices which are due to 
the failure of business men and accountants 
fully to realize the important effect of in- 
accurate treatment of expense incidence. 

The reader’s thoughts are now directed 
to the main issue of this article, namely, ex- 
pense incidence. In order to give concrete- 
ness to the discussion, an analysis is made 
of the single item of repairs, say to a motor 
truck. Repairs, a “direct” expense outlay, 
is chosen because it affords one of the ma- 
jor examples of false expense incidence. 

A question may well be raised at this 
point as to why it is necessary to repair 
the truck and as to just exactly what is the 
incidence of the expense which is charged 
to operations. Is a repair expenditure a 
current expense because the truck has worn 
out in the current period of operations, or 
is the expense outlay involved to be at- 
tributed to past operations because of past 
wearing out? The operating efficiency of a 
truck reaches a peak after it has been run 
for several thousand miles and then begins 
to decline. It is also evident, however, that 
overhauling or occasional repairs may keep 
a truck operating near its maximum effi- 


problem which is discussed in the following pages, 
since he says, “—-we can now clearly see why 
the monthly profit and loss statement is accurate 
down to the gross profit point; it is so because 
the gross profit represents the total difference be- 
tween the selling price of specific products shipped 
and the cost of making these specific products.” 
(Op. cit., page 149). 

The writer is in substantial agreement with Mr. 
Castenholz as far as his treatment of distribution 
expense is concerned. The above quoted state- 
ment, however, appears unjustified, since it is con- 
trary to the contention of this article, and, what 
is more important, because it implies a far greater 
accuracy and state of accounting development than 
is actually the case. Accounting statements and 
results are to a very considerable extent good esti- 
mates or judgments. There is much that may yet 
be achieved which will make both the gross profit 
figure and net earnings figure more accurate than 
it now generally is. 
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ciency for perhaps the major part of its 
life. 

When a repair is made, except as a re- 
sult of accident or a breakdown of a piece 
of machinery, the actual necessity for the 
present outlay can be traced back to more 
than one accounting period in the past. The 
various parts of the truck such as tires, 
pistons, and the like, begin to expire as soon 
as the truck is used, or even if it is not used 
at all, and the physical and financial values 
effervesce in some more or less direct ratio 
to the extent of the operations. When a 
new truck is operated intensively, repairs 
may be needed before it is a year old; in that 
event, one is justified in saying that the 
expense of repairs represents an outlay to 
make good assets which have been consumed 
in that same period. It is possible, however, 
if the truck is less intensively operated, that 
the need for repairs may not become neces- 
sary until two or three years after the pur- 
chase of the asset: in this case, the first two 
years have failed to receive their fair share 
of expenses although they have enjoyed the 
service. At the same time the third year 
has been burdened by more than its share of 
the expenses. In short, the outlay for the 
repair does not have any very close rela- 
tionship to the time in which the asset ex- 
pired or was consumed, or the service ren- 
dered. The incidence of expense or the con- 
sumption of the asset occurred partially in 
the first and second years. But the third 
year bore the burden of the whole repair 
outlay as a “current expense” apparently 
merely because the repair was a current ex- 
penditure. 

If the nature of repairs is properly an- 
alyzed, it will be found that a very large 
number of them really call for current out- 
lays to make good past expiration of fixed 
asset outlays. It is true that certain items 
such as adjustments, oiling, cleaning, in- 
spection, and the like, will probably bear a 
fairly close relationship to the utilization 
of the property and, in these cases they may 
reasonably be charged to current opera- 
tion.* Even this, however, may not neces- 


*Cf. Paton, W. A., Accountant’s Handbook 
(Ronald Press, N.Y.), 2d ed., p. 528. 
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sarily be correct, inasmuch as many repairs 
and replacements are probably deferred un- 
til an opportune time presents itself. Other 
outlays for repairs or for broken parts, 
accidents, and contingencies, are not readily 
traceable to past operation, although in 
some cases they may be attributable to wear 
and tear in the past. 

There seems to be no reason why outlays 
for repairs cannot be more closely associat- 
ed with the time of incidence rather than 
with the time of payment for the outlays. 
The incidence of expense should be related_ 
not to payment, but to the expiration of 
the physical and financial value of the orig- 
inal outlay. When an asset is used, its value 
will expire. Even though the asset is not 
used, there will still be some expiration of 
value although perhaps at a slower rate. 
It is the expiration of outlays, whether due 
to productive consumption or to unproduc- 
tive expiration, that should be recognized 
as the criterion of expense incidence. These 
generalizations apply not only to fixed 
assets and their repair, but to all outlays 
either for current assets or for what are 
generally accepted without any hesitation, 
as “direct expenses.” There is no reason 
to assume that the incidence of a “current 
expense” for labor, for materials and sup- 
plies, for taxes, for selling expenses, may 
not occur in a period other than the cur- 
rent one in which the sale occurred or the 
outlay payment was made. 

In regard to some types of expenditure 
for what are commonly called expenses of 
distribution, sound arguments have been 
presented for the wisdom and accuracy of 
deferring the expense charge to the period 
subsequent to the outlay.® The correct con- 
tention is that the expense charge for these 
distribution expenditures should be made in 
the period in which benefit was derived from 
the outlay. This is a case of expense pre- 
payment in which the expense incidence 
occurs at a later date. In so far as there is 
evidence demonstrating that the benefit of 
the outlay will be received in future periods 
and that this benefit can be determined on 


Castenholz, op. cit., p. 149. 
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some reasonable basis, it seems perfectly 
sound accounting, as well as good economic 
business practice, to permit such expendi- 
tures to be charged to those future periods 
in which expiration of the asset will actual- 
ly occur. In the interim the outlay has the 
characteristics of an asset, and differs from 
current and fixed assets merely in degree, 
This problem is substantially opposite to 
that discussed in the preceding pages, in 
which the outlay is made subsequent to the 
expense incidence. 

These two problems, the deferment of ex- 
penses and the prepayment of expenses (in 
the latter of which the outlay is temporarily 
classified as an asset) are merely the two 
opposite aspects of the one broad problem 
—differentiation of “assets” from “ex- 
penses,” and the apportionment of the ex- | 
penditure according to its incidence rather | 
than the time of the outlay. It is proposed | 
now to give more attention to the signi- 
ficance of expense deferment to business 
and accounting. 

The problem of deferring expenses, that 
is, not charging an expense to the period 
in which it occurs, and later charging that j 
expenditure or outlay, when the repair is 
finally made, as an expense of the period 
in which the work happens to be done, is as 
important in accounting as the other situa- 
tion in which the outlay is made in advance | 
of the utilization or expiration of the ex- 
penditure. 

The problem of deferrable versus nonde- 
ferrable expenses has become acute in re- 
cent years in an intensive and extensive 
manner. One needs only to look about him to 
see many illustrations of cases wherein 
companies have not maintained or repaired 
their properties and have made innumerable 
other curtailments in their expenditures. In 
many cases expenditures have been cur- 
tailed which would normally have been made 
to take care of repairs and other expenses 
directly attributable to past operations or 
to past accounting periods. With the revival 
of business activity and the enhancement of 
business profits, there is no doubt that a 
very large proportion of these “expira- 
tions” will be made good. This will necessi- 
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tate current outlays for expenses which 
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It is not the intention to convey the im- 


properly belong to prior accounting pression in the foregoing paragraphs that 
— riods and which should have been recog- the writer is opposed to actual deferment 
ud nized in the profit and loss statements of of the outlays for repairs and expenses. 
ods revious years even though no expendi- The argument is solely against the incor- 
ual- a were made. rect recognition of “expense” or the im- 
— One of the outstanding examples in which proper accounting for it in the period in 
ca there is a vast amount of pent-up deferred which it is paid for rather than the time of 
a maintenance and expense is the railroads. the incidence. There is no reason why sound 
es Although they have maintained their essen- accounting cannot record an expense in the 
tial rolling stock and right of way fairly period in which it actually arose, ir- 
the well, it is all too obvious that much deferred respective of the time when the payment 
, maintenance has accumulated in the rolling or outlay is actually made. After all, no 
 @ stock lying idle, as well as in stations and accountant could question the right or the 
S in roundhouses. Even the right of way has judgment of the management in determin- 
nily been given less adequate attention in recent ing when the expenditure or outlay should 
Ms years than was found desirable a few years be made. That is necessarily a managerial 
an ago.’ In the case of many industrial com- task. But no accountant can rightfully 
=a panies the same situation is readily pointed deny his obligation to the company, its 
« @ out. Companies with multiple plants have stockholders, and the public, as well as its 
ther consolidated operations into fewer plants creditors, to reflect properly in the ac- 
— than was formerly utilized and have thus counts and statements of the company the 
gn reduced expenditures. Even in those cases amount of expenses which has reasonably 
neS8 | in which companies have reduced the num- _ had its incidence in each accounting period, 
th ber of plants in active operation, it is pos- and likewise to record the sum of the ex- 
ae sible to find many instances in which the _ penditures in the period in which they are 
al active plants have also been allowed to run made, irrespective of whether they are for 
i down to such a degree that the needs for future “expenses” or past “expenses.” 
wie repairs and expense outlays are rapidly There is no doubt that such a situation 
rm: reaching a point where they can no longer _ raises many serious questions. It is interest- 
be deferred without hindering economic and _ ing to find, in the item of depreciation as it 
ua} effective production. Needless to say, the is commonly recognized, an analogy with 
ane & extent of this expense deferment varies the problem of expense deferment. It has 
© '@ from industry to industry and from com- been a difficult task for the accountant to 
nde fg Pany to company. But by and large, it isa educate business men to the fact that de- 
very serious factor in practically every preciation is a “current” expense irrespec- 
 P© & industry and in most individual companies.’ _ tive of the time in which the outlay for the 
- fixed asset was actually made. Accountants 
m ns P *See for example the Stockholders Letter ie have thus removed from the control of busi- 
14, 1984, of the Pennsylvania Railroad men, at least in part, the power which 
=r : "It is difficult to obtain accurate data on the they formerly exercised over discretionary 
cure which showed this item as well as the item of de- Wig 
preciation quite consistently (and it is believed It is difficult to understand the vastly greater 
nade “accurately”) from 1927 to 1933. The total of re- decline in repairs than depreciation. By 1938 re- 
ses pairs and maintenance was $18,483,000 in 1927. pairs were 45 per cent of depreciation charged, 
wo Using 1927 as a base the following figures reflect and repairs and maintenance declined in this year 
‘val the changes: even though depreciation charges increased. 
ee 1927 1928 1929 1930 1931 1932 1933 
ta 1—Repairs & Maintenance 100 106 119 94 63 42 41 
: 2—Depreciation 100 128 148 127 104 88 107 
oira- 8—% of 1 to2 94% 88% 12% 56% 45% 
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of course, would prefer to have the freedom 
of expanding expenses when profits are high 
and of deferring them when profits are low, 
thereby giving them the opportunity to 
equalize profits over good and bad periods. 
The insistence of accountants, however, has 
in large part destroyed the business men’s 
discretionary control of depreciation ex- 
penses. It has not, however, as yet shown 
itself adequate to the equally large task of 
insisting on a correct reflection in the ac- 
counts of such outlays as repairs and main- 
tenance of properties and many other in- 
volved and less noticeable borderline dis- 
tinctions of expense incidence, and expen- 
diture outlays. 

It is also interesting to point out that no 
fully comparable analogy is to be found 
in the problem of income emergence. Ac- 
countants have insisted with reasonable ac- 
curacy that income must be revealed at the 
time it arises. Consequently, one finds today 
that business statements reflect substantial- 
ly the amount of income which actually 
arises or emerges in each accounting period. 

The failure correctly to reveal expenses 
in relationship to their incidence means, of 
course, the incorrect statement of both 
profit and loss and financial condition. In 
general, accounting has attempted to ad- 
just itself more and more to economic con- 
ditions so that it may reveal correct eco- 
nomic data. Although it is very far from the 
point at which economic and accounting 
data may be said to conform, there is an 
increasing tendency for them to draw closer 
together. In the treatment of expense in- 
cidence, one may point out a specific in- 
stance of the failure of accounting to reflect 
business and economic transactions cor- 
rectly. 

This problem has even greater signifi- 
cance than has been suggested in the fore- 
going paragraphs. It is fundamentally re- 
lated to the problem of large scale versus 
small scale enterprise. There is, in general, 
a fairly definite correlation between the size 
of enterprise and the amount of fixed assets 
in any given industry. Thus, it is known 
that the proportion of the total assets 
which is invested in plant and productive 
properties increases as the size of the com- 
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pany increases.* This is not to say that 
expense deferment is not important in small 
enterprise, but rather indicates that it is of 
much greater importance, relatively, jp 
large business than in small businesses, 
Since the fixed assets tend to increase rela. 
tive to total assets or size of company, it 
is a reasonable inference that the opportr- 
nity for expense deferment is much greater 
in the large than in the small companies, 
There is, however, another significant 
phase of this whole problem which pertains 
to the volume of business which is done by 
large as against small companies. Large 
companies have a distinctly slower turnover 
of their capital or, to express the same 
thing in a different way, their volume of 
business is much smaller per dollar of total 
assets. Their dollar volume of sales is small- 
er relatively speaking, and their fixed assets 
are larger (relatively speaking) than is the § 
case for small companies ; consequently, the f 


conclusion may readily be drawn that the§ 


deferrable expenses of repairs, mainte- 
nance, depreciation, obsolescence, and the 
like which can be traced to fixed asset ex- 
piration, are vastly more important in the 
sales and profits of large companies than 
they are in the case of small companies. Not 
only are the expenses which are readily de-§ 
ferred larger as compared with the total 
assets of the larger company than is the 
case in the small company, but the relative- 
ly smaller volume of business makes these 
non-deferrable expenses loom very impor 
tant in the operating statement of the large 
company. The whole problem may be sue- 
cinctly stated as the increasing importance 
of fixed asset outlays, fixed asset expiration, 
and fixed asset repairs in those companies 
which have most fully developed large scale 
capitalistic activities.® 

Two facts have been pointed out which 
need to be reiterated. One is that the failure 


*This and the following statements are based 
upon unpublished data in the files of the Bureau 
of Business Research, College of Commerce, Uni- 


versity of Illinois, and upon personal research® 


which the writer is now conducting. 

° For fear that the above contention may not be 
clear, and because of its importance to accounting 
and finance, the following illustrations are pro 
vided. Assumed conditions are given for a large 
and a small company. 
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of accounting properly to reflect expense 
incidence makes possible delay in the prop- 
er recording of large expenditures. It is 
possible for the “expense” outlays to be 
made long after the asset has expired. The 
second fact is that the deferrable expenses 
are relatively more important in large scale 
operations than in small enterprises. If one 
will relate these generalizations, a third in- 
ference may be drawn. The conclusion may 
be reached that a large company has a 
greater opportunity to practice the deceit 
of failing properly to record expenses at 
the time that they actually occur and cor- 
respondingly to overstate profits in periods 
of slack operations and then gradually 
equalize them with more remunerative pe- 
riods by charging these deferred expenses to 
the period in which a better showing is made. 

Nor does it appear that the full blame 
of this distortion should fall upon the large 
business establishments alone. A substantial 
share of it must be placed upon the shoul- 
ders of accountants who are willing to ac- 
cept the resulting financial statements as 
correct or even reasonably correct al- 
though they have failed to record all the ex- 
penses which have had their actual in- 
cidence in the period for which the state- 
ments have been prepared. 

No accountant would think of certifying 
to a statement which failed to reveal all the 


Large Small 
Company Company 
Total Assets $10,000,000 $100,000 
Fixed Assets 6,000,000 40,000 
Sales 8,000,000 200,000 
Repairs, Depreciation, etc. 900,000 6,000 


In the case of the large company for each dollar 
of total assets there is $.60 in fixed assets. Annual 
sales are equal to $.80 per dollar of total assets 
and repairs, depreciation and the like figured at 
15 per cent of fixed assets amount to $900,000 or 
slightly more than $.11 for each dollar of sales. 

Similar computation shows that for each dollar 
of total assets the small company has $.40 invested 
in fixed assets, and at the rate of 15 per cent, de- 
preciation, repairs and the like amount to $6,000. 
Sales, however, are $2.00 per dollar of total assets, 
and consequently the repairs, depreciation and such 
costs amount to only 2 per cent of each sales dollar. 

Thus the fixed asset expiration amounts to 11 
per cent of sales in the large company and only 3 
per cent of sales in the small company. If both 
companies should reduce outlays for repairs and 
the like by half, it would mean a much greater 
influence upon the earnings of the large company 
than of the small company. 
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income which had been realized in a given 
period and, especially, would he be likely to 
refuse to certify to a statement which an- 
ticipated income before its actual emer- 
gence. Yet accountants today are appar- 
ently willing to do just this; they do not 
insist that the statements reveal all the ex- 
penses which have actually occurred, ir- 
respective of whether the outlay has been 
made in the past, in the present, or is yet 
to be made in the future. This failure cor- 
rectly to reveal expenses in accordance with 
their incidence makes the statements of 
more than one accounting period incorrect. 
The accounting period in which the outlay 
expired is favored in that the expenses are 
understated and the profits are overstated. 
To this extent the subsequent accounting 
periods in which the expense is finally recog- 
nized are penalized. The profits of subse- 
quent accounting periods are understated 
and expenses are correspondingly over- 
stated. 

It is not the intent of this article to at- 
tempt any precise measure of the influence 
of this failure of accounting upon corpora- 
tion profits. Nevertheless, it appears op- 
portune here to point out the significance of 
expense deferment or inaccurate incidence 
in a recent study of corporation profits in 
which the conclusions was drawn that the 
operations of large companies were more 
favorable than of small enterprises.*° Facts 
are not at hand which will enable one to see 
whether the ability of large companies to 
defer expenses is sufficiently great to enable 
them to manipulate their profits to the ex- 
tent of making a more favorable showing 
than small companies. It is possible that 
large companies do have larger profits, 
relatively speaking, than small companies. 
But it is confidently believed that a proper 
recording of expenses at the time of their 
incidence would have materially altered the 
showing of this study. Although it might 
not have destroyed the thesis of the inves- 
tigation, it would certainly have made the 
showing far less pronounced in favor of 


Crum, W. L. The Effect of Size on Corporate 
Earnings and Conditions, Business Research Studies 
No. 8, Bureau of Business Research, Harvard Uni- 
versity, Boston, Mass. June, 1934. 
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the large companies. Furthermore, in view 
of the importance of expense deferment, it 
does not seem that an adequate comparison 
of the profits of large and small companies 
can be made under the accepted accounting 
practices without covering several years of 
prosperity, depressions, and then obtaining 
an “average” picture. 

It is not necessary that there be “depres- 
sion” and “prosperity” for the problems of 
expense deferment to become important. 
The ability to defer expense recognition to 
the time of the outlay rather than to record 


it at the time of the incidence places in the. 


hands of business men a major tool for 
manipulation which may be used to the 
detriment of certain classes of stockholders 
or creditors. If accountants would insist 
upon a correct statement of all expenses 
as well as of all incomes, this opportunity 
would be removed from the hands of those 
few business men who would stoop to obtain 
personal gain at the expense of investors 
and creditors. 

Thus far this article has been devoted to 
a statement of the problem of expense in- 
cidence and to a discussion of the effect of 
incorrect accounting for expenses upon ac- 
counting and economic data. It is impos- 
sible in this brief compass to present a com- 
plete methodology for taking care of the 
accounting difficulties. A few suggestions, 
however, are made. 

From certain points of view it may be 
argued that nothing needs to be done, since 
present procedure is adequate to the need. 
It is ordinarily assumed that expenses, such 
as repairs, rents, and the like will distribute 
themselves equitably in time-intervals after 
the plant is aged and reaches a balance be- 
tween old and new equipment. In part this 
is true under normal or ideal conditions, but 
the ability of managements to defer out- 
lays for such expenses is an adequate ref- 
utation of such an argument. 

Each outlay must be scrutinized as to its 
incidence, and separated into its elements. 
If it is an expenditure for repairs, it must 
be examined to see whether it is made neces- 
sary by past expiration of “assets,” by 
present consumption, or by the anticipation 
of future benefits. The expenditure must be 
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events upon economic data. 


allocated accordingly. No doubt this pro. 
cedure involves serious accounting difficul- 
ties. It is not easy to ascertain exactly when 
the incidence of a repair occurred. But it is 
hardly any more difficult than to estimate 
depreciation. An intelligent estimate of re § 
pairs, or any other expense, just as is the § 
case with depreciation charge or even re- 
serve for bad debts, is far better than no 
estimate, or a procedure clearly inaccurate, 
What is needed, of course, is the scientific 
study of outlay expiration. In the case of 
fixed assets, studies are needed of large 
classes of equipment to ascertain their nor- 
mal depreciation, repairs, and perhaps ob- 
solescence. Each expenditure must be sur- 
veyed in an effort to ascertain how and 
when its value was consumed or expired and 
to what extent it contributed to production 
of income. 

In the case of those “expenses” which are 
paid before the time of their incidence, the 
remedy has already been suggested.”* Per- 
haps the employment of “accrued repair” 
or “accrued expense” accounts would serve 
the other situation wherein the incidence of 
the expense precedes the expenditure. Based 
upon careful estimate, a periodical charge 
should be made to operations for all ex- 
penses whose incidence has been in the cur- 
rent period, and a corresponding credit 
made to the above suggested account 
Later, when the actual expenditure is made, 
the charge would be made to the “accrued 
expense” account. 

These suggestions are neither novel nor J 
radical. Other writers have suggested the 
possibility of estimating repairs and such 
expenses at the commencement of the life 
of fixed properties and equalizing their 
charges over that period. The writer be 
lieves that the reasons given in this paper 
rest upon a sound economic basis which 


some of the others lack. Outlays should be § 


charged to expense in accordance with their 
incidence, that is their usage, expiration of 
values, and benefits, and not in an effort to 
equalize expenses. The goal should be cor- 
rectly to record the effect of economic 


Castenholz, op. cit. 
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PRINCIPLES OF MUNICIPAL ACCOUNTING 


Lioyp Morey 


Accounting is a joint committee of 

representatives of the leading na- 
tional associations of professional account- 
ants, public officials, and citizens groups. 
The representative of each association in 
the joint comittee is the chairman of an ad- 
visory committee set up in each association. 
The general purpose of the committee is 
to formulate principles of municipal ac- 
counting, to develop standard classifica- 
tions and terminology for municipal re- 
ports, to outline the principles and pro- 
cedure relating to municipal audits, and 
to promote the recognition and use of these 
standards. 

A preliminary outline of the general 
principles of municipal accounting has 
been prepared by the committee as a tenta- 
tive basis for the development of classifi- 
cations and procedure. The purpose of this 
article is to offer some interpretation and 
analysis of these principles. It should be 
understood that the comments made herein 
are those of the writer and do not in all 
cases represent the opinion of the commit- 
tee as a whole. 

Principle No. 1—The accounts should 
be centralized under the direction of one 
officer, who should be made responsible for 
keeping or supervising the keeping of all 
financial records, and preparing all finan- 
cial reports. 

Although this is not strictly an account- 
ing principle, it is nevertheless an essential 
feature of organization necessary to secure 
good accounting. At present many officers 
and departments in a municipality keep ac- 
counts and issue reports. These reports are 
often at variance and are confusing to the 
public. Centralization of the responsibility 
for accounting and financial reporting is 
the only answer. 

If this principle is carried out, plans 
must be developed and put in effect where- 
by competent officials can be secured. A 
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study of the qualifications possessed by 
many persons who now keep important city 
accounting records and thereby help direct 
the financial welfare of the city indicates 
that in a great number of cases the incum- 
bent is utterly unfit for even the most ele- 
mentary duties of an accounting nature. 

To overcome these conditions, provision 

should be made for: 

(a) The selection on a merit basis of offi- 
cials keeping or supervising the ac- 
counts and finances ; 

(b) The payment of adequate salaries to 
these persons ; 

(c) The establishment of reasonable tenure 
of office for such officials. 

There has been a tendency in the past to 
permit municipal accounts to be kept in an 
inadequate form on the ground that per- 
sons elected or employed to keep them were 
not sufficiently experienced to keep a com- 
plicated set of books. It will be admitted 
that all reasonable simplicity is desirable. 
Simplification which results in incomplete- 
ness and inaccuracy, however, and which 
does not furnish the information necessary 
for proper financial management should not 
be tolerated. Persons who are unable to 
meet the requirements for handling the 
work in a proper manner should be replaced 
by competent persons. Minimum standards 
of experience and training should be set up. 
The keeping and directing the keeping of 
accounts involves technical knowledge. Any- 
one not possessing that knowledge should 
not be elected or appointed to a position in 
which that is a requirement. 

Principle No. 2—The general account- 
ing system should be on a double entry basis 
with a general ledger maintained in accord- 
ance with the following principles: 

(a) The accounts should be classified in 
balanced fund groups. 

(b) Asset accounts for permanent proper- 
ty not available to meet expenditures 
or obligations should be segregated 
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from other fund assets and the equity 
represented by them not included in 
the current surplus of any fund. 

This principle deals with two major 
problems: first, the application to muni- 
cipal accounting of an elementary and 
commonly accepted fundamental of general 
bookkeeping; second, the recognition of 
certain conditions peculiar to governmental 
bodies and calling for distinctive account- 
ing treatment. 

As a general thesis, the provision for a 
double entry system centered in a general 
ledger is clearly sound. Anything less can 
be justified, if at all, only in the simplest 
and smallest villages. Today many towns 
and cities of considerable size and complex- 
ity have only a cash book and a warrant 
register. A great amount of missionary 
work in ordinary bookkeeping essentials 
therefore yet remains to be done. 

The conditions under which municipal- 
ities are financed result in the creation of 
various funds. A fund consists of resources 
designated or set aside for a specific pur- 
pose. For instance, if a specific tax levy is 
authorized for the maintenance of a par- 
ticular activity in the city, a separate fund 
is created. The assets of that fund must be 
segregated from other assets and the ac- 
counts kept in such a way as to show the 
condition of that fund at all times. 

The accounts of a fund include all ac- 
counts of assets, liabilities and proprietor- 
ship necessary to set forth the operations 
of that fund and its condition. No system 
which does not maintain the identity of the 
various funds can be accepted as satis- 
factory. No plan of consolidated state- 
ments in which the various funds are merg- 
ed or concealed is adequate. 

Not only must the accounts of the differ- 
ent funds or classes of funds be maintained 
in separately balanced groups, but those 
assets not available to meet expenditures or 
obligations must be segregated from other 
fund assets and the equity represented by 
them must be excluded from the surplus 
represented by expendable assets. There is 
no one figure of surplus in a municipality. 
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Each fund has its own surplus and the sur. 
plus of each fund may be further divided 
as to fixed or capital surplus and current or 
expendable surplus. Assets representing 
fixed or capital surplus cannot be made 
available to meet expenditures and there. 
fore are not a part of the surplus of the 
city which is available for appropriation, 
Every municipal accounting system and 
balance sheet should recognize this funda- 
mental principle. 

Principle No. 3—The following classi- 
fication of funds is recommended: 

General fund’ 

Special revenue funds 
Utility funds 

Bond funds 

Special assessment funds 
Trust and pension funds 
Agency funds? 

(h) Sinking funds 

A municipality has a complex financial 
structure. It is an owner, an operator, and 
a trustee, all in one. Some of its funds are 
expendable, while some are of an income 
producing character. Many of its funds 
are expendable only for certain purposes 
and the variety of these special funds is ex- 
tensive. Each type of fund calls for special 
treatment. 

There is the widest possible variation in 
fund classifications today among various 
municipalities. General uniformity is great- 
ly needed. The committee, in its effort to 
arrive at a basis for general uniformity, 
has suggested a classification of funds 
which it believes will meet practically all 
situations. The scope of the different funds 
is suggested by the following description: 

General fund—The general fund should 
include all accounts relating to current as- 
sets, current liabilities, and current opera- 
tions not comprehended by any special fund 
and which therefore are unrestricted in 
character. 

Provisions for working capital ordinari- 


* Working capital funds may be established sep- 
arately if desired. 

* Agency funds may be combined with trust 
funds if desired. 
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ly are made out of the general fund, and the 
accounts incident to the operation of ac- 
tivities for which working capital is pro- 
vided may ordinarily be handled through it. 
However, separate funds for working cap- 
ital may be established if desired. 

Special revenue funds—Under this head- 
ing is included every fund arising from a 
special source of revenue, such as a special 
tax levy which is designated for use for 
some specific purpose. The operations and 
equities of each of such funds must be sep- 
arately accounted for but it is suggested 
that a summary balance sheet be set up cov- 
ering the assets and liabilities of all such 
funds, except utility funds, which should 
be presented separately. 

Utility funds—These funds are the funds 
relating to the operation of municipally 
owned utilities. All accounts necessary for 
an adequate accounting of such enterprises 
will appear under these funds. 

Bond funds—In this group should be 
included the accounts necessary to show the 
operation and condition of each fund aris- 
ing out of the proceeds of an issue of bonds. 
The operation and equity of each fund must 
be separately accounted for but it is sug- 
gested that the assets and liabilities of such 
funds be pooled for balance sheet purposes. 

Special assessment funds—In this group 
should be included all accounts incident to 
special assessments made against specific 
pieces of property. Separate accounting 
must be maintained for each fund and the 
accounts kept in such form as to show at all 
times the assets, liabilities, surplus, or def- 
icit for each fund. 

Trust fuwnds—Under this heading are 
included all funds for which the city acts 
as trustee other than special assessment 
funds. These funds are classified as follows: 

A. Expendable funds 

(1) Pension funds 
(2) Other trust funds 

B. Endowment funds 

In this classification will fall the accounts 
relating to the principal of all permanent 
funds of which only the income may be 
used. 
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Agency funds—A city often receives 
money which belongs to other parties or 
governmental units but which it is required 
to hold in custody for a period of time. 
These funds should be accounted for as 
agency funds. They may be combined with 
the trust fund group if desired 

Sinking funds—In this group is included 
funds set aside for the purpose of meet- 
ing debt obligations maturing at a future 
time. A separate accounting must be main- 
tained for each such fund, but a summary 
balance sheet may be presented. 

Most governments have too many special 
revenue funds. Thus, they have too many 
“pockets” into which money is put; too 
many “compartments” of the treasury. Of- 
ten large balances accumulate in one or 
another of these funds, while other activi- 
ties not supported by special revenues are 
starving. This condition should be changed 
as rapidly as practicable. Generally speak- 
ing, it is more desirable to have all rev- 
enues useable for any purpose and to deal 
with the needs of each project and activity 
on its merits in relation to the needs of 
other activities and to the total of all 
available revenues. So long as special funds 
are created, however, accounts must be 
kept for them and the accounting system 
should make adequate provision to this end. 

Principle No. 4—The general account- 
ing system should include budgetary con- 
trol accounts of revenues, expenditures, ap- 
propriations, and encumbrances. 

The budget of a city is the heart of its 
financial program and the accounts should 
be built around the budget and classified 
in such a way as to harmonize with the 
budget. Its financial reports should be com- 
piled under the same classifications and in 
such a way that they will become the basis 
upon which succeeding budgets can be de- 
veloped. In this way the budget, the ac- 
counts, and the reports all harmonize and 
form a continuous cycle. 

A budget, when adopted, should be fol- 
lowed and abided by. To make this possible 
it is essential that there be suitable provi- 
sion for budgetary control through the 
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fiscal period. To this end the accounts of 
revenues and expenditures should be main- 
tained in such a way as to provide con- 
stant and continuous check against the 
approved budget. 

Budgetary control accounts may be 
made a part of the general accounting sys- 
tem. There is no necessity for a dual system 
of accounts, one consisting of the budget 
control accounts, and the other consisting 
of the accounts of actual revenues and ex- 
penditures. The best results are secured by 
making the budgetary accounts an integral 
part of the general accounting system. 

Budget control includes control from the 
time obligations are incurred. Consequent- 
ly, it is necessary to account for encum- 
brances such as orders or contracts which 
will eventually become expenditures. Such 
items must be entered as a charge against 
budget authorizations at the time they are 
entered into. The budget account should 
also provide constant information as to the 
extent to which estimated revenues are be- 
ing realized. 

Principle No. 5—Revenue should be ac- 
counted for through the budgetary control 
accounts. If revenue is accounted for on 
an accrual basis by taking into the ac- 
counts each item when it becomes due or 
a bill is issued for it, the reports should 
be prepared on that basis. In this case suit- 
able provision should be made for possible 
losses through inability to collect. If rev- 
enue is accounted for on a cash basis, mean- 
ing that an item is considered revenue only 
when it is collected in cash, the reports 
should be prepared on that basis. In either 
case all items of a non-revenue character 
should be excluded from reports of revenue. 
Revenues should be classified by fund and 
by source, in accordance with standard 
classifications. 

There has been much discussion as to 
whether the “cash” or “accrual” basis 
should be used for municipal accounting. 
The committee feels there is no one answer 
to this problem. The procedure depends 
upon many local conditions. 
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In either case fundamentals should 
recognized and followed. If revenue is ag. 
counted for on a cash basis then all nop. 
revenue items should be eliminated in any 
statement of revenue. Often in the past 
statements of revenue are made in which 
receipts from loans and many other nop. 
revenue items are included. Such a state 
ment is misleading and uninformative. 

If the accrual basis of accounting is fol. 
lowed, the accounts must be set up in such 
a way as to bring into them every item as 
soon as it becomes due or a bill is rendered, 
This means an adequate and accurate ae. 
counting for accounts receivable. From the 
point of view of general accounting prae- 
tice, such a procedure is the more to b 
desired. If revenue is taken into the ac 
counts when it is accrued, however, there 
must be conservative allowance for possi- 
ble failure in collection. Serious conse 
quences may result from failures to make 
such allowances, particularly under present 
conditions. 

The classification of revenue should cor- 
respond to the classification in the budget. 
General uniformity is needed in revenue 
classification and the committee will soon 
present a suggested fundamental class- 
fication. 

Principle No. 6—Expenditures should 
accounted for through the budgetary cor 
trol accounts and on such a basis as to 
take into the accounts all material used or 
services rendered during a given period, 
also suitable provision out of the appro 
priations of the current period should k 
made for encumbrances for which mate 
rial or services are not yet received ot 
rendered. Expenditures should be class: 
fied by fund, by department, and by ac 
tivities (and by object, if desired), in ac 
cordance with standard classifications. 

As already indicated, expenditure 
should be accounted for through budgetary 
control accounts. Whether or not an ac 
crual basis of accounting is followed in 
general, the accounts of expenditures must 
be kept on such a basis that all material 
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ysed or services rendered during a given 
period are entered as expenditures of that 
period. A proper accounting must also be 
maintained for obligations incurred or for 
material or services not yet received or 
rendered, since these items should be pro- 
yided for out of the revenue of the current 
period and a suitable reserve should be 
maintained to cover them. 

The usual commercial rules of account- 
ing relating to accruals are not so vital in 
municipal accounting except in utilities be- 
cause problems of profit and loss are not 
involved. The relation of expenditures and 
obligations to the budget is more impor- 
tant. The question is: “What obligations 
must be met during the period?” Even 
though an item may represent a cost cov- 
ering more than one fiscal period, if it has 
to be paid for during the present period, 
then revenue must be earned to meet it. De- 
ferred items cannot be realized in cash to 
meet expenditures of succeeding periods. 

There is a most pressing need for an 
improved and uniform classification of ex- 
penditures. The widest possible variation 
in such items exists at the present time. 
The basic classification should be func- 
tional in character; that is, the principal 
functions of a municipality must be recog- 
nized and the expenditures classified under 
those headings. These headings should be 
the basis for the budget and for the finan- 
cial reports. This is one of the most impor- 
tant subjects before the National Commit- 
tee and work is already under way on a 
suggested fundamental classification. 

Principle No. 7—There should be a sys- 
tem of unit cost accounting in which costs 
are allocated to the various activities in 
the respective departments. This system 
should be co-ordinated with the general ac- 
counting system. 

Provision for a system of unit cost ac- 
counting is clearly forward-looking in char- 
acter. Such a system is a corollary to the 
functional classification of expenditures 
and is the best measure of efficiency in gov- 
ernmental operations. It is especially im- 
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portant in operations corresponding to 
those carried on by private concerns, such 
as building construction, printing, utili- 
ties, etc. 

Preliminary studies in this field have been 
made by the Municipal Finance Officers 
Association and in a few cities systems 
based on these studies have been put into 
effect. Evidence of interest in this subject 
is found in the Shannon Bill which was be- 
fore the last session of Congress, by which 
government departments would have been 
required to keep a uniform cost accounting 
system in which all items of cost would be 
included. 

Principle No. 8—There should be inven- 
tory records of both consumable and per- 
manent property, and the records of prop- 
erty should be subsidiary to and controlled 
by accounts in the general accounting sys- 
tem. The asset accounts of property should 
be maintained on the basis of original cost 
or estimated cost if the original cost is not 
available, or, in the case of gifts, the ap- 
praised value at the time received. If cur- 
rent valuations are desired, for insurance, 
for statistical purposes, they should be 
computed independently from the books 
and not carried into the accounts. It is 
not necessary to account for depreciation on 
general municipal property, except for unit 
cost purposes, unless cash can legally be 
set aside for replacements. 

This principle deals with several sub- 
jects. In the first place, it provides for a 
control over property corresponding to 
that exercised over money. Too often this 
control is neglected. Often also purchases 
of supplies are charged at once in full as 
expense, even though such supplies may not 
be used for a considerable time. A central 
stores and receiving system overcomes this 
deficiency and also opens the way for an 
adequate accounting for physical control 
over consumable property. 

The second point has to do with the ques- 
tion of accounting for fixed assets. There is 
a marked variation of opinion as to whether 
the valuation of fixed assets should be in- 
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cluded in the municipal balance sheet. Cer- 
tainly their presence there would not serve 
the same function as in private business, 
since the values represented by them can- 
not be made the basis for credit or for 
realization. 

The National Committee has not yet at- 
tempted to pass in a final way on this point. 
If values of fixed property are included in 
the balance sheet then the essential thing 
is to separate the surplus or equity repre- 
sented by them from that represented by 
expendable assets, in the manner indicated 
in Principle No. 2. It would seem that when 
that is done no harm could come from in- 
cluding such items in the balance sheet. 

Even though they are not included in the 
balance sheet, there should be adequate 
property records in order that information 
concerning the investment by the city in its 
permanent property may be at all times 
available, and by which a check on that 
property may be exercised. 

The third problem involved in this prin- 
ciple has to do with depreciation on gen- 
eral property. The committee has reached 
the conclusion that to include such depre- 
ciation in the accounts and reports accom- 
plishes no significant end. The figures of 
cost or investment in property seem to it 
more important than current value. De- 
preciation cannot ordinarily be budgeted. 
To include it in the expense statements 
means that the latter conflicts with the 
budget, a situation which is highly unde- 
sirable. To deduct it as a valuation allow- 
ance seems to serve no essential purpose, 
since figures of cost or investment of the 
city in its property are more important 
than current value. No practicable way has 
been found to fund depreciation and thus 
set up a replacement fund, though such a 
procedure would be highly desirable. Under 
present conditions most cities have difficul- 
ty raising money to meet current expendi- 
tures, let alone to provide replacements. 

In a unit cost accounting, accounting 
for depreciation is essential and such ac- 
counting could be carried on auxiliary to 
the general budgetary accounts. In util- 
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ities and other business enterprises it is eg. 
sential that depreciation be included as 4 
current expense. 

Principle No. 9—The accounting for 
public utilities or other business enterprises 
operated by the city should follow the 
standard account classification employed 
by similar enterprises under private owner- 
ship. The accounting for public institu. 
tions, such as colleges, hospitals, and |j- 
braries, should follow the standard account 
classification employed by each class of in- 
stitutions. 

The importance of proper accounting 
for publicly operated business enterprises 
is of increasing significance. In the case of 
publicly owned utilities, for example, there 
is a current lack of information as to their 
true financial results. This situation arises 
from inadequate accounting and absence of 
accepted principles on which these accounts 
should be based. 

The general principles applying to such 
undertakings should be those applying to 
similar enterprises under private ownership, 
All costs and expenses should be allocated 
to the enterprise. No expense relating to the 
enterprise should be borne by general funds 
of the city. The total income, expense, and 
profit or loss should be regularly deter- 
mined. Any savings resulting from public 
operations such as exemption from taxes, 
loan interest rates, and expenditures made 
from other funds should be exhibited. A 
suitable depreciation or amortization pol 
cy for public utilities and other public busi- 
ness enterprises is greatly needed. There is 
a lack of agreement both as to principle and 
practice and lack of uniformity in pro 
cedure on these matters at the present time. 
The public is greatly confused on many of 
these issues and cannot be enlightened ex- 
cept through the medium of proper ac 
counts. 

In other fields of special activity, such as 
colleges, hospitals, libraries, and public 
schools, the accounting should follow the 
standard classifications employed by insti- 
tutions of this type. In the college and 
university field, such standards have been 
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established through the work of the Na- 
tional Committee on Standard Reports. In 
the field of hospitals the work of the United 
Hospital Fund of New York is important, 
while in other fields similar standards exist. 

The organization of the National Com- 
mittee on Municipal Accounting is most 
timely and meets a most pressing need. 
Discussion of municipal accounting in the 
past has been carried on by various indi- 
viduals and groups whose ideas, however 
good they may have been, have lacked co- 
ordination or unification. The present com- 
mittee is sufficiently representative that 
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thorough consideration of all subjects in 
the scope of its discussion seems insured. 
Its recommendations, therefore, merit seri- 
ous attention and trial of all persons who 
are engaged in the study or practice 
of municipal accounting in any phase. 
Through gradual development and adop- 
tion of general uniformity in terminology, 
classification, and report forms, municipal 
reports can be made to render increased 
service and the confidence of the public in 
the financial management of city govern- 


ment will be greatly enhanced. 
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HE DATA to be presented will, first, 
| give information concerning the 
trend of profits in the steel industry 
and, second, information concerning the 
manner in which profits vary with changes 
in the size of the corporations in which 
production is carried on. Two conclusions 
of general import will be brought out, one 
of which indicates that profits in the steel 
industry, the trend of which has been down- 
ward, have been moderate; the other of 
which points to the conclusion that the 
“optimum” size of a corporation is a func- 
tion of the total economic situation, that 
is, it is a variable. The point of departure 
will in each instance be a brief reference 
to some accredited opinion. 

The data in the first section of the paper 
which deals with the trend of profits, is 
that of the United States Steel Corpora- 
tion. An example is first given of the man- 
ner in which the valuation of assets af- 
fects inferences concerning “efficiency” and 
profits. A revision is then made of some of 
the published data and, in connection with 
estimates of the amount of invested capi- 
tal and profits as made in an investigation 
by a Federal Bureau for the first few years 
of the Corporation’s existence, a table is 
presented which shows their trend. With 
this as a basis an effort is then made to 
amend some conclusions which have become 
common about their significance. 

The second section considers the way in 
which rationality may be given to the be- 
lief that large industrial units are produc- 
tive of lower production costs, when at the 
same time it is acknowledged that many 
relatively small firms report higher rates of 
earnings. That the two opinions are not 
necessarily inconsistent is indicated by the 
presentation of a table in which rates of 
earnings of several large and small steel 
plants are shown for a period of years. 
With that empirical evidence as a basis the 
inference is then drawn in connection with 
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a hypothetical example that there is no 
one best size of plant for the carrying op 
of manufacturing operations, and that 
large profits of small firms may be possible 
only because of the presence of large ones, 


I 


A host of figures concerning the activi 
ties of a considerable part of the steel in- 
dustry is given out by the United States 
Steel Corporation, but they are not usu 
ally analyzed with much care. Two ree. 
ognized students of trusts, for example, 
maintain that 


Without attempting to bring down to date the 
elaborate analysis of the investment and earn- 
ings of the Steel Combination made by the 
Bureau of Corporations, we submit that... 
earnings of U. S. Steel have been since 1901 
materially in excess of those usual in a com- 
petitive manufacturing industry. That they 
have continued to be so is indicated by the 
annual report for 1928 which shows an 
increase in undivided surplus of almost 
$130,000,000 since'1926. . . . On the bases of 
these continued high profits the stockholders 
ratified, on April 15, 1929, a proposal by the 
directors looking forward to the immediate re- 
demption of the entire bonded indebtedness 
of the Corporation proper. . . . The advan- 
tages of the simplified capitalization and of the 
removal of the incubus of such a large part 
of the fixed charges are obvious. . . . The fact 
remains, however, that these advantages to 
shareholders have been attained in no small 
measure through the exaction from consumers 
of steel of excessive prices.* 


A closer scrutiny of the data will reveal 
that the generalization made is scarcely 
supported by the facts presented. 

The need for a careful scrutiny of ac 
counting data when judgments are made 
about the adequacy of numerous phases of 
corporate policy is a self evident but—as 
will later be shown in connection with the 


*Seager and Gulick, Trust and Corporation 
Problems, pp. 236-237. 
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preceding quotation—a neglected fact. 
When calculating earnings or profits, for 
example, it may be found that appropria- 
tions for depreciation are either more or 
less than those regarded as customary, and 
that the method of carrying assets on the 
balance sheet makes an important differ- 
ence in an estimate of the return of the in- 
vested capital as well as on the amount of 
steel produced in connection with each unit 
of plant and the volume of assets required 
to do a given amount of business. Let us 
assume, for instance, that a firm began op- 
erations in 1900 with tangible assets with 
a book value of $100,000, to which in the 
succeeding ten years there was an actual 
addition of $50,000. Initially, however, on- 
ly one-half consisted of tangible property, 
the remainder having been arbitrarily set 
up as a capitalization of good will. The ac- 
tual investment has accordingly been 
$50,000, to which another $50,000 was 
added in succeeding years. A representation 
of these assets, together with sales, profits, 
the steel tonnage, and maintenance and de- 
preciation is given in Table I. 
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other hand, computations made with the 
actual investment as a basis indicate that 
it took more property than before to turn 
out a given quantity of steel and that earn- 
ings, the effective utilization of the plant 
as measured by the turnover of sales, and 
the provisions for maintenance and depre- 
ciation were decreasing. 

The effect of asset valuation and allow- 
ances for depreciation was given careful 
attention by the United States Bureau of 
Corporations in 1911 in an elaborate study 
of the steel industry, with particular refer- 
ence to the United States Steel Corpora- 
tion. A major part of it was, in fact, pre- 
pared for the purpose of obtaining results 
which would be independent of bias arising 
from unusual methods of reporting assets 
and earnings such as those sketched above. 
In connection with this report it is possible 
to arrive at figures for an early period of 
years which will supply the starting point 
for an analysis of several of the many prob- 
lems concerning prices and profits of large 
scale enterprises, and use to that extent will 
thus be made of it. 


Taste I 
Tat TREND or SALES, Prorits, PRovision FoR DEPRECIATION, AND Puant “ErricreNcy” FRoM 1900 To 1910 


1900 


1910 The Trend 


$100,000 
50,000 
100,000 
10,000 
10,000 
1,000 


Maintenance and depreciation 
Steel produced (tons) 


$150,000 
100,000 
150,000 
15,000 
15,000 
1,500 


As Reported 


No change 
No change 
No change 
No change 


Excluding In- 
tangibles 

Down 

Down 

Down 

Down 


Conclusions which may be drawn from 
the data concerning the trend of earnings, 
the turnover of sales, the adequacy of main- 
tenance and depreciation, and the efficiency 
of the plant as measured by the amount of 
property required to produce a ton of steel, 
would apparently be radically affected by 
either the inclusion or the exclusion of 
good will or intangibles. In all cases, for 
instance, when those ratios are determined 
with respect to the book value of the assets 
no change would appear to have taken 
place in them from 1900 to 1910. On the 


In co-operation with corporation officials 
the Bureau placed a valuation on the assets 
of the Corporation at the time of its for- 
mation of approximately $700,000,000, or 
one-half their balance sheet or book value. 
They were divided into two broad groups, 
e.g., “fixed property,” and “other assets.” 
The determination of the later was relative- 
ly simple as it consisted primarily of cash, 
inventories and other current assets. There 
was substantial agreement between the val- 
ue of the property as carried on the Cor- 
poration’s books and the estimate of the 


ng on 
that 
»ssible 
ones, 
Value, excluding intangibles. ..... 
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Bureau with the exception of the asset 
“iron ore” and “timber,” the difference be- 
tween the two estimates amounting to the 
sum of some 600 million dollars. This iron 
ore group of assets was an item about which 
there would be a wide difference of opinion 
among the well informed inasmuch at it 
involved a discounting of values far into the 
future with all the attendant variables af- 
fecting the calculation such as the rate of 
interest, rapidity of utilization, potential 
reserves, discovery of new supplies, and 
technological changes affecting mining and 
smelting. The difference was so wide, how- 
ever, that it was felt that it included a 
substitute for modern intangibles such as 
good will and organization expenses. 

When “good will” items had once been 
eliminated from the balance sheet it was 
possible to carry the work forward by sum- 
mating successive additions to assets for 
the succeeding years. Capital expenditures 
actually made and additions to working 
capital only were considered as it was not 
part of the plan to make allowances for 
shifts in value which may have taken place 
through outside influences. A comparison 
of the results is shown in Table II. 

It has been said that “such studies are 
outside the scope of the powers and re- 
sources of private investigators,” yet serv- 
iceable results may be obtained by start- 
ing with the property account in 1910 as 
revised by the Bureau and adding to it the 
annual capital expenditures, together with 
“change offs” from earnings for deprecia- 


The Accounting Review 


Taste II 


TANGIBLE AssETs OF THE U. S. STEEL Corporatioy 
1902-1910 


(In millions of dollars) 


P Amount of Assets 
Assets Carried 

Year on the Balance es wie by 

Sheet e U.S. Bureay 

of Corporations 
1902 $1, 521.7 $ 763.6 
1903 1,554.5 806.6 
1904 1,554.0 818.2 
1905 1,558.5 874.8 
1906 1,598.6 947.4 
1907 1,659.3 1,078.8 
1908 1,658.3 1,090.4 
1909 1,723.3 1,146.9 
1910 1,745.7 1,187.0 


tion which may be regarded as excessive, 
and capital items for which provision has 
been made such as appropriations from 
surplus “to amortize the cost of stock in 
excess of investments in tangible property.” 

Total assets are comprised broadly by 
current assets and property, and as the 
current assets consist of inventories, re 
ceivables and other items which are turned 
over several times per annum their values 
are continually being adjusted to current 
conditions. Errors are not, therefore, cum- 
ulative and the current asset portion of 
the total assets may be taken without re- 
vision. The fixed assets on the other hand 
purpose to represent the actual investment 
in material property, and that is what is 
wanted. A sample of the estimate of the 
corporation’s investment obtained in the 
manner indicated is as follows: 


Taste III 
An Estate or THE Untrep States STEEL CorPORATION’S FrnancraL RESOURCES 


(In millions of dollars) 


Total 
Assets as Total 
Year Reported Assets 
by the Cor- As Revised 
poration 


Property Current and 

As Reported Property Other Assets 

by the As Revised (Exclusive of 
Corporation Property) 


1910 $1,745.7 $1, 187.0 
1915 1,848.5 1,339.8 
1920 2,430.5 1,971.8 
1925 2,445.6 2,130.3 
1930 2,394.5 ,138.9 


$1,430.2 $ 871.5 $315.5 
1,443.3 934.6 405.2 
1,606.8 1,148.0 823.7 
1,692.2 1,376.9 753.4 
1,677.3 1,421.8 717.2 


* Seager and Gulick, [bid., p. 236. 
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Estimates may now be made of the 
composition of the property account. If 
the relationship between the several parts 
remained broadly the same as in 1910, 56 
per cent would consist of manufacturing 
properties, 25 per cent of coal and ore 
properties, and 16 per cent transportation 
properties. Any such division of the ac- 
count would be very approximate, but the 
steadiness of expenditures, with due allow- 
ance for the increase in the size of the 
plant, for ordinary maintenance and re- 
newals over a period of years would at 
least indicate no wide variance from the 
facts. The reasonableness of such a division 
of the property would be further substan- 
tiated if the reported additions to property 
in the years subsequent to 1910 should be 
roughly similar in percentage amounts to 
the composition of the property account at 
the beginning and end of the period. An 
examination of the published reports shows, 
in fact, that there has been a striking uni- 
formity in the allocation of ordinary main- 
tenance and renewals over a period of 
years. If, then, the investment in the several 
classes of properties in 1929 (for which 
year a government estimate is available) the 
actual investment in manufacturing plants, 
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For the year 1910 the Bureau calculated 
that adequate allowances for depreciation 
and depletion would be provided by the sum 
of $28.7 millions. The property investment 
in the meantime has become sixty per cent 
larger, against which a depreciation allow- 
ance of $48 millions would be required if 
it were increased proportionately. This sum 
is smaller by $12 millions than the average 
charge-offs from 1921 to 1930 for depre- 
ciation, depletion and sinking funds on 
bonds and it appears, therefore, that at 
least $12 millions, which corresponds to 
the sinking fund on bonds, has been the an- 
nual excess charge-off in recent years from 
income. It was found, likewise, when provi- 
sions for maintenance of the property was 
considered that the allowances had become 
more liberal. Use was then made of the in- 
dications concerning the maintenance and 
depreciation policy in estimating earnings 
of United States Steel Corporation by re- 
turning a portion of the liberal allowance 
for maintenance, depreciation and deple- 
tion to earnings, for the period from 1911 
to 1932. The assets, revised to exclude in- 
tangibles was then used as a basis for the 
calculation of earnings on the invested capi- 
tal. The results are presented in Table IV. 


IV 


EARNINGS OF THE Unrrep States STEEL CorPoRATION AVAILABLE FOR INTEREST AND DIVIDENDS, AS A 
PrercentaGE or Tota Assets (Revised) 


Percent Year Percent 


a 


Year Percent Year Percent ‘ 


1911 
1912 
1913 
1914 
1915 
1916 
1917 
1918 
1919 
1920 


HOAIOH 


1921 1931 0 


1932 0 


= 


OT 


12.1 


in coal, coke and ore properties, and in the 
transportation system may be estimated. 
These calculations will assist in gauging the 
adequacy of depreciation and other finan- 
cial factors. 


More adequate opinions may now be ex- 
pressed with the revised data concerning 
profits. Have, for example, earnings been 
materially in excess of those usual in a 
competitive manufacturing industry? 


RATION 
ureay 
ations a 
> 
j 
1901 14 
1902 15 1922 5. s = 
1903 ll 1923 
1904 7 1924 6. 
1905 12 1925 6. oa 
1906 15 1926 
1907 14 1927 6. 
and 1908 7 1928 6. 
ssets 1909 10 1929 
ive of 1910 10 1930 5. | 2 
y) Average | 6. 0 
2 
4 
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The trend of the earnings as presented 
has been, unmistakably, downward. In a 
new country or industry the return is, in 
fact, expected to be high, but as the indus- 
try matures, capital becomes more plenti- 
ful, and business more stable or less risky, 
profits are expected to decline. Similarly, 
in the early days of this Corporation’s ex- 
istence returns were large, and the good 
profits coincided broadly with a period of 
relatively rapid development of the indus- 
try as a whole. In 1901, 1902, and 1907, 
for instance, profits exceeded 14 per cent, 
with an average for the first decade of 
slightly more than 12 per cent. In the fol- 
lowing decade the average fell to 714 per 
cent, if the two abnormal war years of 1916 
and 1917 are excluded, and thereafter there 
was a further recession until 1931 in which 
year there were no profits whatever. In 
the past twenty-one years earnings avail- 
able for the payment of interest and divi- 
dends have averaged less than 714 per cent 
—a rate of return which is moderate. Even 
this overstates the case, however, since only 
a part of the earnings have been paid out to 
the “absentee owners.” that is, to holders 
of stocks and bonds. The excess has been 
plowed back for the stockholders, a com- 
pounding effect thus being produced which 
might lead, eventually, to a return of the 
profits retained through the payment of 
larger dividends. But in practice the re- 
tention of profits is one of the risks which 
stockholders take, a fact which is plainly 
exemplified by the railroads and many oth- 
er businesses, including this corporation. 
In the period from 1911 to 19380, for ex- 
ample, the average payments on all secur- 
ities were only 6.9 per cent of the corpora- 
tion’s total assets in 1911, and they 
amounted from 1921 to 1980 to the mod- 
erate sum of only 4.2 per cent of the as- 
sets in 1921. The statement, therefore, with 
regard to the retirement by the corpora- 
tion in 1929 of most of its funded debt, 
that “the fact remains . . . advantages to 
shareholders have been attained in no small 
measure through the exaction from con- 
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sumers of steel of excessive prices,’ ap. 
pears to be an exaggeration inasmuch a 
the return on invested capital has been cop. 
siderably below that of several prominent 
industries.‘ 


II 


The unsatisfactory character of many 
inferences concerning profits and the re 
sults of combinations in the steel industry 
are also exemplified in a paper on a “Com 
parison of the Rates of Earnings of Larg 
and Small-Scale Industries” by H. B. Sum 
mers® in which information is presented as 
to the “relative efficiency of large-scale and 
small-scale production.” This is done by 
an examination of rates of earnings® of a 
number of industrial organizations, for the 
purpose of correcting a common opinion 
of capitalists and many economists that 
“larger units of industry are productive 
of lower production costs and higher rates 
of profits” and, further, to correct the 
opinion that efficiency increases with ir 
creases in size.” The conclusion is finally de 
rived, from a statistical study of 1130 cor- 
porations, that size in itself brings lower 
earning power.® 

It is well to recollect in considering prof- 
its in the steel industry that the trend of 


* Seager and Gulick, ibid., p. 287. 

‘Earnings on total assets of the United States 
Steel Corporation averaged 8.1 per cent in the pe 
riod from 1910 to 1929. A computation by H. B. 
Summers (“A Comparison of the Rate of Eam 
ings of Large-Scale and Small-Scale Industries,’ 
Quarterly Journal of Economics, 1932, p. 477) 
shows on the other hand, that all of a group of 
1130 corporations, each of which had assets of 
$100 millions or more, earned 9.5 per cent on 
their assets in the same twenty-year period, and 
that among the nine types of industries tabulated 
only two had earnings less than the United States 
Steel Corporation or the iron and steel industry as 
a whole. In the motor industry, a large user of 
capital, earnings averaged 17.0 per cent. 

5 Quarterly Journal of Economics, May, 1932 
pp. 465-479. 

* The measurement of efficiency by earning powet 
is scarcely justified, as will be indicated, unless it 
involves a comparison with the going rate of in- 
terest on long term capital, as well as a com 
parison between firms. 

*Ibid., pp. 465-67. 

* The steel industry was no exception to the gen 
eral conclusion. 
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iron and steel prices after the turn of the 
century gives weight to the probability that 
the formation of United States Steel— in- 
volving as it did, a very heavy investment 
_made the adjustment to falling prices, 
with the attendant unsettlement, less de- 
moralizing. Further, a secular trend of de- 
mand which rose at a slower rate than the 
efficiency of the whole industry would have 
the effect of increasing, relatively, the po- 
tential sipply and narrowing the profit 
margin. Lower returns, moreover, may be 
the result of a sustained improvement in the 
status of labor. A pauper industry would 
obtain a low return on its capital and wage 
earners would at the same time be poorly 
paid. In the steel industry, however, wages 
have gone up and remained high with re- 
spect to 1914. More than 80 per cent of the 
corporation’s gross receipts have, in brief, 
been expended in recent years for wages and 
salaries as compared with 22 per cent in 
1905. The difference between the two is ap- 
proximately 5 per cent on total assets, 
hence, labor gets more and capital less. 

In the second place, in the computations 
as made in the study referred to, for the 
twenty year period, 1910-1929, the highest 
rates of earnings were obtained by a group 
of firms with an investment of 50 to 100 
millions of dollars. If it were assumed that 
only the two largest firms in the industry 
were to be split up into smaller units of 
that “optimum” size, for the purpose of 
obtaining a rate of return on the invest- 
ment comparable to that of the favored 
group, it would be necessary to create at 
least thirty-five additional independent 
firms, and as it is probable that the diffi- 
culties of harnessing them into a harmoni- 
ous unit would be greater than when they 
were directed as parts of two single cor- 
porations, the rate of return would be re- 
duced to some corresponding extent. The 
high return of a favored group of firms of 
moderate size is dependent, that is, on the 
presence of organizations who operate on a 
large scale in the same industry, e.g., the 
relationship is a functional one. The prob- 
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lem is, in brief, essentially one of getting a 
reasonable return on a large mass of capi- 
tal rather than a high yield on a small 
quantity. 

For the purpose of obtaining other in- 
formation than that given by H. B. Sum- 
mers, of the manner in which profits vary 
with the size of the enterprise, a tabula- 
tion of earnings on the investment of several 
representative steel companies for a period 
of years is presented in Table V. The use- 


TABLE V 
Invested . Annual | Per cent 
Fi Capital Earnings |Earned on 
Billions | (Billions | Invest- 
of dollars) of dollars)} ment 
A 2.0 1.8 .08 4.0 
B 1.0 1.0 .05 5.0 
© 0.7 0.8 .04 
D 0.3 0.4 .03 10.0 
Total or 
Average 4.0 4.0 0.2 5.0 


fulness of such a compilation is limited by 
differences in accounting procedure among 
the firms, discrepancies in the amounts of 
capitalized good will, and variations in the 
proportions of mineral resources owned, 
yet it should be worthwhile, nevertheless, 
for purposes of comparison. The firms 
listed represent a considerable part of the 
entire industry, and they include no organi- 
zations who specialize on a restricted line 
of trade-marked or relatively high cost 
products. 

Earnings as thus presented have, par- 
enthetically, been moderate. The return 
would be higher if intangibles were excluded 
from the property accounts and a high 
yield should not be expected from minerals 
in the ground or transportation facilities, 
but even if an allowance for these is pro- 
vided the yield is not exorbitant, particu- 
larly in the last decade. The record, inci- 
dentally, of the three largest firms, in the 
depression years 1921 to 1922, was better 
than that of the others. 

It is not evident from the data that any 
consistent relationship exists between the 
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size of the firms and their earning power. 
If organizations with assets of, say $100 
millions, were, however, in a favored posi- 
tion, it is reasonable to believe that the dis- 
advantages would be so much accentuated 
in the relatively large firms that their weak- 
ness would be apparent. Their success in- 
dicates that there has been a range of mag- 
nitudes over which the scale of operations 
may vary without any unfavorable presup- 
position. 

A neglect of the elementary fact that 
the scale of operations from which the most 
advantageous results will be obtained is a 
variable rather than a fixed magnitude has 
often led, in theory as well as in the prac- 
tical world of business, to poor conclusions. 
Assume, for instance that a survey of the 
Pacific coast territory reveals that a plant 
with a capacity of one million tons of steel 
could be operated at an annual profit of 
ten per cent on the invested capital. The 
favorable results obtained then leads a 
competitor to construct another plant of 
similar size. The results are disastrous for 
two reasons, i.e., the volume of business is 
now divided, and there is an accentuation 
of the effect of the reduced volume because 
of the presence of heavy investments in fixed 
capital. In addition, if it is then found that 
there is a further shrinkage in the volume of 
business normally to be expected because 
estimates were based on abnormal boom 
conditions, the effect of the division of the 
business by the entrance of the competing 
company in producing falling profits would 
be still further enhanced. It may be con- 
cluded then that the best scale of opera- 
tions is a function of several variables, 
among which are the total demand, its 
growth or decline, and the extent to which 
the demand is being satisfied by established 
firms. Hence the establishment of a steel 
plant in a virgin territory with a capacity 
of one million tons may have been de- 
sirable, whereas a competing plant built at 
a later time should have been built on a 
much smaller scale. It follows from the 
same sort of reasoning that the “optimum” 
size of a plant at the end of the last cen- 
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tury would probably be very different thay 
what it was twenty-five years later. Tha 
Ford, for instance, should have built the 
plants which he now has twenty-five year 
ago is unthinkable. 

For the purpose of illustrating in ap 
other way the manner in which the size of 
firms are mutually determining, let it be as. 
sumed that an average return of 5 per cent 
can be earned in the steel industry over g 
period of years on 4 billion dollars of ip. 
vested capital with an annual capacity of 
4 million tons, the division of the business 
being as shown in Table V. 

The first plant (A) supplies, as shown, 
one half of all the steel produced, with an 
annual return of 4 per cent; the second 
(B) supplies one-fourth of the demand and 
its annual return is 5 per cent; the third 
(C) supplies a somewhat smaller quantity 
and the return on its investment rises; the 
fourth plant (D) supplies a still smaller 
quantity, and the return on its investment 
is large. But the fact that firm “D” earns 
a high return on its investment does not, 
as was intimated elsewhere, necessarily im- 
ply that firms, such as A and B, who pro- 
duce on a relatively large scale, are inefi- 
cient. It may on the contrary, only indicate 
that special situations arose in a large mar- 
ket which enabled a small flexible organ- 
ization to operate in a style which would 
not be otherwise feasible. The consuming 
industries, that is, could use 4 million tons 
of steel annually and allow a return of 5 
per cent on 4 billions of capital—a con- 
dition which could not be met by firm “D” 
simply by multiplying the number of its 
separate units, if the former high yield 
were to be retained. Conclusions, therefore, 
unfavorable to the large firms may properly 
be drawn only in the event that it might be 
shown that the small firms could adopt 
their methods successfully to a larger scale 
of operations, or where there is reason to 
believe that the mere multiplication of small 
plants would give the unusual results ob- 
tained by those who supplied only a mod- 
erate part of the total demand. 

The example given above is relevant to 
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Table V in which actual data for a period 
of years is presented of steel plants which 
roduced much of the steel manufactured 
in the United States. The size of the plants 
in that table were in the first place, a func- 
tion of the demand, i.e., the capacity in- 
creased as the market expanded. Second, 
as in the case of the Colorado Fuel and 
Iron Company, persistently low returns 
with respect to the industry as a whole, as 
well as to the going rate of interest on 
long-term industrial bonds gave evidence 
of faulty location, or unduly large capaci- 
ty. Third, the “optimum” size of a firm had 
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reference to (a) the capacity of the indus- 
try as a whole and (b) to the distribution 
of the available business among a series of 
plants of varying size, rather than its dis- 
tribution among plants for which there was 
one “optimum” capacity. The gradations 
of size among the plants was, finally, de- 
termined by the structure of market, that 
is, upon such factors as the size and loca- 
tion of the consuming industries, the steadi- 
ness of the demand, and the location of 
raw materials relative to centers of con- 
sumption. 
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The Accounting Review 


Under the spell of 
... ANERVOUS _ rumored drastic regu- 
PROFESSION ... lations of the federal 
Securities and Ex- 
change Commission, professional account- 
ants are exhibiting a bad case of nerves. 
Many damage suits against leading firms 
of practitioners are already in the courts, 
and reports of more and larger suits are 
rife. Attorneys, preparing hastily con- 
ceived opinions and having insufficient 
knowledge of the traditions and conven- 
tions of the profession, are emphasizing to 
its members the terrors of the strike-suit 
racket. And, what is worse still in an emer- 
gency like the present, the almost universal 
dependence of accountants on the views of 
others offers convincing evidence that the 
profession is either unwilling or incapable 
of doing any straightforward thinking on 
its own behalf. 

To instructors in accounting, this con- 
dition of affairs should offer a challenge. 
Now, more than ever, the voice of enlight- 
ened opinion within the profession is needed. 
Shall we as accountants recognize that the 
responsibilities of the profession are large, 
particularly to third persons? Or shall we 
drift as we have done in the past, waiting, 
at first hopefully and now fearfully, for 
someone else to tell us what to do? Is it im- 
possible for us to take any initial respon- 
sibility for defining our accountability to 
the business and financial world and to the 
investing public? 

Readers of the Review will recognize in 
these questions no new position of the Edi- 
tor. For years he has assailed the smug- 
ness of the profession and its inability to 
set standards for its own conduct and for 
the information of the public that relies up- 
on its findings. It is still his belief that the 
profession, now groping for a solution, will 
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of its own effort find none. For years it ha 
failed to see the problems before it: prob- 
lems for the complexity of which it alon 
has been responsible. Years of uninter. 
rupted prosperity for the large national 
firms, with the control of the profession as 
a natural by-product of their growth, have 
built up a complacency and sense of secy- 
rity which are now being rudely shaken. Had 
efforts been made during the period of pros. 
perity to foster professional standards 
commensurate with the growth of and in 
creasing reliance on accounting practi- 
tioners, the helplessness of today would not 
be present. The Editor in the past has 
quoted in these columns statements from 
leading members of the profession in which 
the possibility of devising standards of 
procedure has been vigorously denied. “The 
accountant’s judgment must not be ham 
pered; his duties must not be circum 
scribed.” To the Editor this has alway 
meant and still means no more than that 
the accountant must be sufficiently pliabk 
to meet the demands of new clients and the 
new demands of old. But since this easy- 
going and irresponsible attitude now ob 
viously conflicts with new legislation whieh 
seeks to impose on him obligations to it 
vestors and to the public, what is the poor 
accountant, roused from his complacency, 
to do? 

But years of prosperous activity have 
fattened the accountant’s body and soft: 
ened his brain. He can no longer think for 
himself. Helplessly he seeks the advice of 
his attorney, now turned oracle. 
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Securities and Exchange Commission af- 
fecting corporate reports, no matter how 
wise may be the language in which they 
are couched, will cause the accountant 
many perturbations. He will not be ready 
for them. He will again consult his attor- 
ney. A committee of the American Insti- 
tute of Accountants will protest mildly the 
Commission’s unnecessarily harsh and un- 
trustful attitude toward the profession. 
There will be a revival of talk to the effect 
that after all the old order was best; the 
securities act and the securities exchange 
act need drastic modification. But nobody 
will come forward with concrete sugges- 
tions as to the precise nature of the modi- 
fication needed. And the failure to accept 
the public generally as a third party to 
every accounting engagement will continue 
for as long a time as possible. Lawyers and 
accountants will cry unrestrainedly on each 
other’s shoulders. But the regulations will 
be followed ; and thus a new era will dawn 
for the accountant, however weakly and 
fatuously he may resist its coming. 

Perhaps we should look about us more 
hopefully. Has not the American Institute’s 
Committee on Development of Accounting 
Principles recently issued a pioneering re- 
port? Let us examine it. 

The report of the Committee is dated 
October 15, 1934; following are excerpts: 


...» principles of accounting cannot be ar- 
rived at by pure reasoning . . . the Institute 
should proceed with caution . . . should act 
with care and deliberation . . . endeavor when- 
ever possible to secure the concurrence of 
somebody possessing high authority in the 
rules or principles which it lays down... . the 
securities and exchange commission . . . has 
wide powers to prescribe methods of account- 
ing and your committee believes that a close 
cooperation with the commission is desirable 
and should permit of the formulation of ac- 
counting rules or principles . . . [and should 
assure] that the methods prescribed by that 
body conform to the best accounting opinion 
and shall not be prejudicial to the welfare of 
the profession or the community. ... 


Mr. Pecora will undoubtedly be happy to 
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learn that the welfare of the community, 
notwithstanding his efforts to disturb it, 
has at last been assured by the Institute’s 
Committee. 

The Committee then goes on to recom- 
mend that members of the Institute (not 
the profession) should satisfy themselves 
that capital stock donated to a corporation 
is a gift in good faith and not a transac- 
tion designed merely to create surplus. It 
further recommends for adoption by the 
Institute the five rules or principles (the 
Committee seems uncertain of their proper 
designation) resulting from the exchange of 
correspondence two years ago with the 
Committee on Stock List of the New York 
Stock Exchange. These five rules were: 


(1) Profits arise from sales, and from af- 
fixing a selling price to inventories where a 
custom of the industry has sanctioned such 
practice. Why must accountants sanction the 
inclusion in income of unrealized profits? Are 
we to infer that precedent may be tolled for 
the purpose of justifying almost any irregular 
procedure ? 

(2) Capital surplus should not be charged 
with items which would ordinarily be made to 
income. But what of surplus charges generally 
and charges to reserves created out of sur- 
plus? These more fundamental considerations 
receive no attention. 

(3) Earned surplus of a subsidiary prior 
to its acquisition forms no part of consolidated 
earned surplus. This rule was first enunciated 
in 1980 by the Committee on Definition of 
Earned Surplus, but now needs modification, 
especially in cases where conditions indicate 
that surplus was in effect not purchased. 

(4) Treasury stock may be an asset, but 
dividends thereon are not income. This thor- 
oughly inconsistent principle should be aban- 
doned. Treasury stock is never an asset from 
the point of view of the accountant; what au- 
thority says so? 

(5) Receivables from officers, employees 
and affiliated companies should be disclosed. 
This is a good rule but is far from basic. 


Little apparently may be hoped from the 
Committee on Development of Accounting 
Principles. Its recommendations are sur- 
face considerations and give no indication 
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of any sound approach to the more general 
problem for which a solution is now so 
urgently necessary. In fact, it in substance 
confesses that it does not propose to exert 
any originality except that which will be 
required to restrain, shall we say, a securi- 
ties and exchange commission that may get 
out of hand. 

The Editor believes that the American 


Association of University Instructors jy 
Accounting can and should take the leadiy 
defining accounting standards. He ur 
them in the forthcoming convention to seig 
the opportunity that is now at hand, and 
thereby perform a service that will secure 
for themselves their proper leadership jn 
professional affairs. 


H 
ti 
f 


as quic’ 
may, h 
eral st 
may be 
fering 
proper! 
serious 
as a sli 
very se 
then, a 
The 
name, 
sense, 
point 
are qui 
owner | 
them, } 
of the 
develoy 
seated, 
ognizet 
appar 
the tr 


surpri: 
velop t 
as lon, 
person 
enterp 
tainly 
eases t 
they r 
experi 
tives, 


about 
its hee 
ackno\ 
deed, 
hoping 
Whi 
Tom, | 
ness a} 
of “ru 


THE ACCOUNTING EXCHANGE 


TRANSITIONAL STAGES OF A BUSINESS 
FatLure 


tional periods of a business failure, 

for a failure usually does not occur 
as quickly and unexpectedly as an accident 
may, but has generally passed through sev- 
eral stages. A failing business enterprise 
may be likened to that of an individual suf- 
fermg from a minor illness which, if not 
properly remedied, may develop into a 
serious disease, perhaps death itself, just 
as a slight cold may lead to influenza or a 
very serious attack of pneumonia. What, 
then, are these several steps or stages? 

The first stage, for a want of a better 
name, may be called, in a pathological 
sense, the period of incubation. At this 
point one or more unfavorable conditions 
are quietly or insidiously developing. The 
owner of the business may not be aware of 
them, just as an individual is often unaware 
of the presence of a certain disease slowly 
developing in his constitution. These deep- 
seated, slow-acting causes may not be rec- 
ognized now, but later on they will become 
apparent. When the management does learn 
the true condition, it may honestly set 
about remedying it or, as an ostrich with 
its head in the ground, it may refuse to 
acknowledge the facts. The management, in- 
deed, may even put on an optimistic front 
hoping that the ailment will correct itself. 

When one stops to consider that every 
Tom, Dick, and Harry may enter the busi- 
ness arena because of the traditional policy 
of “rugged individualism,” it is not at all 
surprising that these business ailments de- 
velop unnoticed under their very eyes. Thus 
as long as inexperienced and incompetent 
persons are permitted to start a business 
enterprise and try their luck, we can cer- 
tainly expect a large variety of business dis- 
eases to develop quietly and unseen. In fact, 
they may even develop under the eyes of 
experienced and competent business execu- 
tives, who may not have noticed them be- 
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cause of too close attention to certain de- 
tails or phases of their business, and the 
consequent neglect or overlooking of other 
details or phases. Moreover, certain exper- 
ienced and competent executives may over- 
look some unfavorable underlying factors 
because they have been misled by the gen- 
erally optimistic impression of the times, 
shared by many bankers, executives, and 
others. An illustration of this frame of mind 
was the “New Era” of 1928-1929. Dewing, 
furthermore, points out in his well-known 
book, The Financial Policy of Corpora- 
tions, that: 


. . . Business men are usually unreflective— 
in a very true sense, that makes them aggres- 
sive and quick of response, because action is 
not imperiled by irresolution. It does not, how- 
ever, make them successful in diagnosing their 
own troubles or those of their associates. They 
cannot see the causes of business failure in 
their true perspective. .. . 


Besides, a certain number of business en- 
terprises are destined to fail because they 
are inefficiently directed and managed. We 
must not overlook the cogent fact that a 
number of executives, both major and 
minor, are holding their positions not by 
virtue of integrity, merit, ability, and other 
desirable qualities, but because of influence 
and favoritism. Family relationships, club, 
fraternity or lodge connections play a pow- 
erful part which is seldom fully realized. 
This condition furnishes one of the reasons 
why many mergers have not been successful. 
There should have been a merger of brains 
more than a merger of physical assets. 
Therefore, the corrosive or pernicious ef- 
fects of influence upon the policies and the 
welfare of any organization, be it a busi- 
ness one or not, is unquestioned. 

Finally, certain enterprises are also de- 
stined to fail because they have no economic 
justifications for launching upon the busi- 
ness seas. These concerns are failing from 
the inception of their operations. 

The second step is the “financially em- 
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barrassed” stage. This embarrassment may 
extend over a relatively short time, a day, 
a week, even a month or two. During the 
life of any normal business enterprise there 
may be one or more times when a firm ur- 
gently needs cash to meet its maturing ob- 
ligations, be it the payment of interest on 
bonds, mortgages or notes of long-term 
creditors, the payment, in part or in full, 
of accounts or notes of short-term cred- 
itors, or the meeting of payrolls. Such a 
firm generally has an excess of physical 
assets over its liabilities, but its assets are 
not sufficiently liquid being tied up in ac- 
counts and notes receivables, inventories, or 
plant and equipment. Its earning power is 
satisfactory. In spite of this temporary 
crisis, the business is fundamentally sound. 
The embarrassment of the firm may be due 
to a number of factors, major or minor, 
avoidable or unavoidable, such as the in- 
tense competition of bankrupt or receiver’s 
sales, a long-continued strike in a commun- 
ity, unfavorable weather conditions, or 
some other factor which has temporarily 
curtailed the normal sales volume and 
thereby weakened the firm’s cash position. 
If such a firm is fortunate to be able to 
borrow sufficient funds from a bank or 
from one of its own officials or directors, 
particularly if bank loans are not forth- 
coming owing to a business recession or de- 
pression, failure is thus narrowly averted. 
And by wise management such a concern 
may continue in business for a long time. 
In a few instances certain firms may be 
forced to secure funds by borrowing at ex- 
cessive rates of interest. 

An embarrassed business may undergo 
a readjustment by obtaining an extension 
of its debts’ maturities from all or some of 
its mercantile or bank creditors, either at 
this stage or at the next one. This extension 
by creditors may be for several months, or 
even a year. This readjustment of cred- 
itors’ claims enables a firm to “carry on,” 
and in time, to regain a solvent position. 
Many friendly adjustments are frequently 
and quietly taking place, and thus the gen- 
eral public is seldom aware of such action. 
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The third stage, termed “financial ip. 
solvency,” occurs when a concern is unable 
to procure much-needed funds to meet its 
maturing or pressing obligations. The man- 
agement will resort to certain measures to 
remedy the unfavorable condition of the 
firm. Certain business and financial policies 
are modified or overhauled in order to put 
the concern back on its feet. In some in- 
stances a business or financial doctor may 
be called in to take charge of the business, 
and he will strive to put the firm back on 
its feet financially. Or a creditors’ commit- 
tee may be appointed to take over or super- 
vise the management, provided the business 
and financial difficulties are not considered 
to be too serious. In certain cases, the 
management will resort to new financing 
such as the sale of common or preferred 
stock or both to stockholders, both old and 
prospective, or the sale of long-term in- 
debtedness, such as bonds and notes to in- 
vestors, will be employed in order to pro- 
cure the necessary funds. Or a readjust- 
ment in its financial structure may be un- 
dertaken by retiring long-term obligations 
and issuing more stock, common and pre 
ferred, as such a policy cuts down the fixed 
charges. 

If these efforts prove unsuccessful as 
may be the case when the fundamental 
causes of failure have not been recognized, 
or it develops further that the physical 
assets of the enterprise, based on a fair 
valuation, are less than the liabilities (ex- 
cluding the net worth) then the fourth step, 
the critical point, is reached. 

The fourth stage, known as “total in- 
solvency,” occurs when the liabilities exceed 
the physical assets. It is, in a number of 
instances, the time when the general public 
and those creditors not yet apprised of the 
firm’s true condition first learn that the 
company is failing. The business can no 
longer avoid the confession of failure. In- 
cidentally, some hold the opinion that this 
is the time when one may now regard 4 
business enterprise as a failure, not before. 

One of several steps may be taken. A 
creditors’ committee may be formed, if it 
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has not already been organized, to take over 
the management of the business. Such a 
procedure saves the cost of a receivership. 
Receiverships are expensive. The firm is 
popularly said to be “in the hands of the 
bankers” or “in the hands of the creditors.” 
Another plan is the composition or com- 
mon-law settlement, taken at the initiative 
of the management or its creditors, where- 
by the latter agree to receive a certain por- 
tion of thir claims in full payment and dis- 
charge of the debt. In this way the creditors 
share part of the firm’s losses so that the 
business may regain a solvent position. This 
procedure is usually followed in the case of 
smaller concerns, being more economical 
than bankruptcy. Or the management may 
make a final, desperate effort to procure ad- 
ditional funds by more financing. Bonds, 
notes, or stock will be sold. And if none of 
the foregoing procedures prove satisfac- 
tory, resort is then made to receivership or 
bankruptcy proceedings. 

The fifth stage, which may closely or 
quickly follow the fourth one, is called “con- 
firmed insolvency”’ because legal steps have 
been taken to protect the rights of creditors 
by filing a petition in bankruptcy in a Fed- 
eral district court. If the petition is ap- 
proved by the court the firm is adjudicated 
a bankrupt. Bankruptcy may be voluntary 
or involuntary. A receiver is appointed by 
the court to administer the affairs of the 
failed concern. Efforts will be made to re- 
organize the business, the reorganization 
procedure, in part, being as follows: 


1. To ascertain the real causes of failure 
so as to prescribe the proper remedies. 

- To readjust the financial structure or 
plan of the company. 

. To settle with certain creditors who do 
not wish to go along with the new plan. 

. To obtain the necessary funds to finance 
its present and immediate future opera- 
tions. 

- To provide a competent management to 
guide the firm in regaining a solvent and 
sound position. 


A few concerns, such as the nationally- 
known ones, will undergo a more or less 
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drastic reorganization by means of a re- 
adjustment of their financial structure and 
by a change in other financial and man- 
agerial policies. But the great majority of 
firms will be closed out because their finan- 
cial difficulties are too great to overcome. 
In that case a trustee succeeds the receiver, 
and he proceeds to liquidate the business as 
rapidly as possible. The firm’s assets are 
transferred to him to sell and distribute the 
proceeds among the creditors. The secured 
creditors, because of a prior claim, will fare 
better than the unsecured ones. 

It should be stressed at this place that a 
business enterprise usually does not fail as 
a result of one cause alone, but generally 
as a result of some combination of causes. 
Every failing business has its own peculiar 
set of causes. It is essential, therefore, that 
every firm undergo a periodic examination 
just as an individual is advised to visit 
regularly his physician. Regular and fre- 
quent, analysis and interpretation of the 
company’s financial statements, properly 
prepared by reputable accountants, are a 
very important means of detecting business 
ailments. In fact, early recognition on the 
part of credit men, bankers, and others of 
the nature of business ailments will do much 
toward lessening the business death rate. 
Failure tendencies, therefore, should be de- 
tected in their earlier stages. 

Accounting ratios and percentages are 
employed in analyzing financial statements 
in much the same way as a physician uses 
the several methods of diagnosis known to 
medical science as a basis for the formation 
of his opinion of a case. In both instances 
the diagnosis is based on a complete study 
of individual signs and symptoms, which 
serve as a basis not only for observing the 
future course of the ailment, but also for 
prescribing the proper remedy. 

There are at least two classes of business 
failures, one involving a loss to the cred- 
itors, and they number on the average more 
than 22,000 concerns per annum since 
1922. The second type of failure involves a 
loss not to the creditors but to the owners, 
and it is estimated that they number about 
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220,000 firms per annum. Thus for the past 
twelve years there have been more than 
240,000 business failures annually involv- 
ing an economic cost of a billion dollars or 
more per annum; a cost which is altogether 
too large. It is essential, therefore, that the 
number of business failures be reduced, and 
to do so, it is necessary that failure ten- 
dencies be detected in their earlier stages. 

Paut J. Firzpatrick 


AccountTInGc In MExico 


This past summer I was fortunate 
enough to be sent on an audit of a branch 
of a large American company located in 
Mexico City. We were there for nearly a 
month, and since the audit was a detail 
one we became acquainted with what we 
thought were novel business and account- 
ing practices. These novelties were very 
amusing and interesting to us, and com- 
pared strangely with our way of doing 
things. 

We in the United States, are complain- 
ing about the various records, forms, etc., 
which have to be kept for purposes of the 
Revenue, Securities, and Securities and Ex- 
change Acts. This complaint would become 
a mild one, indeed, if our corporations 
should be compelled to conform to the regu- 
lations now existing in Mexico. 

For example, each page of the ledger 
and each page of the journal must bear 
the official stamp of the government. When- 
ever a new ledger or journal is bought it 
must be taken to the proper governmental 
office and be stamped. Every time the gov- 
ernment stamp is placed on a page it costs 
the company a few centavos. Another gov- 
ernment requirement is that all postings 
must be made from the journal, and only 
from the journal. Because of this restric- 
tion, one will find that cash journals are 
used extensively in Mexico. 

In the auditing of the cash account we 
encountered a strange procedure that is 
followed by the banks in that country. The 
banks do not return the canceled checks 
with the bank statement. The reason be- 
hind such practice is that the canceled 
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check is the only evidence the bank has for 
the charge it has made to the company’ 
account, and therefore it keeps the check 
for its own protection. At first such a prac. 
tice appeared amusing, but on second 
thought one can not deny that the banks 
were following a safer policy in this re 
spect than our own do. In the United States 
it would be an easy matter for a customer 
on receiving his canceled checks from the 
bank to abstract one, and then claim that 
the bank had erred in charging his account 
for the amount of the check he had ab- 
stracted. As a matter of fact, I have been 
told that a few banks in the United States 
have taken precautions against such cases 
by making photographic copies of checks 
drawn on them. 

On this particular audit a detailed veri- 
fication was to be made of all cash transac- 
tions. We had planned on tracing all 
checks to the cash journal for number, 
payee, and amount. This was impossible, 
of course, as we had no access to canceled 
checks, so we decided to trace the individ- 
ual amounts on the bank statement to the 
cash journal. We received direct from the 
banks duplicate statements for the entire 
year. The banks listed each check on the 
bank statement by number, so we thought 
we could trace each check by its number 
to the cash journal. But the number listed 
on the bank statement was not the number 
of the check, but a number given to the 
check by the bank for their own account- 
ing purpose. We had to content ourselves 
with tracing individual amounts on the 
statements to corresponding amounts in 
the cash journal. We were quite fortunate 
in this, however, as most of the checks 
cleared regularly and there were very fer 
checks written for the same amount in any 
one month. 

In analyzing the accounts-receivable 
control account we encountered difficulties 
because of the method with which the con- 
pany had to comply. Of course, in analy 
ing this particular account we endeavored 
to compare the debits representing sales 
with corresponding credits in the sales ac 
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count. It was in trying to make this tie- 
in that we found many divergencies from 
our way of doing things. 

In Mexico foreign branches of Ameri- 
can companies do a considerable amount 
of buying and selling in American dollars 
rather than in the currency of that coun- 
try. Perhaps they believe our currency is 
more stable than theirs: a fact that might 
become somewhat questionable in the fu- 
ture. When a sale is made in Mexico in 
terms of American dollars our way of re- 
cording the sale would be to convert the 
dollar sale into Mexican currency at the 
banking rate prevailing at the time of the 
sale and record this converted amount in 
the accounts. For example, if the company 
sold merchandise for $100 on account, and 
the bank rate of exchange at the time of the 
sale was 3.60 pesos to the dollar, we would 
convert the $100 at this rate and debit 
accounts receivable for 860 pesos and cred- 
it sales for a corresponding amount. But 
in Mexico we would have to change our tac- 
tics somewhat. 

The Mexican Government establishes 
what is known as an official rate of ex- 
change. Whenever a transaction is stated 
in a foreign currency the official rate of ex- 
change must be used in determining the 
amount to be entered in the income and ex- 
pense accounts. Assuming that the official 
rate of exchange was 3.55 pesos to the dol- 
lar at the time the above sale took place, 
the transaction in Mexico would have been 
recorded by debiting accounts receivable for 
860 pesos, crediting sales for 355 pesos, and 
crediting the remaining 5 pesos to a differ- 
ential-exchange account. 

The composition of the differential-ex- 
change account can be readily understood 
from an analysis of the transaction stated 
in the above paragraph. It is not an ac- 
count that represents profit or loss on ex- 
change, but is composed of particles of 
income and expense, and we made a reclassi- 
fying entry accordingly. 

After eliminating the differential-ex- 
change account we were still unable to make 
our desired tie-in. Again, we found the gov- 
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ernment regulations interfering with our 
plans. 

In Mexico every sale must be written 
up on a sales invoice. The book of sales in- 
voices is quite similar to our check book. 
Every book of sales invoices, like the ledger 
and the journal, must be stamped by the 
government. The government places its 
stamp on the perforation of each invoice 
so that half the stamp will appear on the 
invoice and the other half on the stub. 
A sales invoice must be prepared for the 
sale of the company’s fixed or other as- 
sets as well as for the sale of the merchan- 
dise that constitutes its stock in trade. The 
requirement of a sales invoice for every 
sale did not seem unusual, but the addi- 
tional requirement of having to pass all 
sales through the sales account was quite 
revolutionary. 

To illustrate the statement in the above 
paragraph: assume that a company is dis- 
posing of some of its furniture and fix- 
tures which have cost 1200 pesos. Ignor- 
ing any depreciation or loss on the sale: 
the transaction would be recorded by deb- 
iting cash or accounts receivable for the 
cost and crediting sales for the same 
amount, in this way the regulations of the 
government that every sale must be passed 
through the sales account would be com- 
plied with. It would then be necessary to 
follow with a journal entry debiting sales 
and crediting furniture and fixtures. 

After taking into consideration the use 
of the official rate of exchange in the in- 
come and expense accounts, and the pro- 
cedure the company was compelled to fol- 
low in recording sales, we were ultimately 
able to make our desired reconciliation. 

In analyzing the unexpired-insurance ac- 
count we found no burglary policies. We 
were told that it was nearly impossible to 
get a policy for burglary protection in 
Mexico. The truth of this statement was 
brought home to us somewhat strikingly 
while walking around the main thorough- 
fares in the evening. Every store is pro- 
tected by steel doors, which are quite simi- 
lar to the type of doors we have on our 
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warehouses. When the stores are closed 
these steel doors are pulled down over the 
entire front of the stores. Window shop- 
ping in Mexico isn’t done. It can’t be done. 

Many foreign branches in Mexico pay 
their employees either in Mexican or Ameri- 
can currency. There is an income tax on 
salaries and wages, and each month the 
company paying the salaries and wages 
must file a return giving the name and the 
amount paid each employee, and must also 
pay the tax “at the source.” The com- 
pany, of course collects the tax from the 
employees. 

In auditing books in Mexico one will find 
that the entertainment-expense account 
will bear a higher percentage to the sales 
account than it does in this country. Such 
difference, no doubt, can be attributed to 
the customs of the country. In Mexico 
high-powered salesmanship is completely 
out of step with the temperament of the 
country. I believe it is true not only in 
Mexico, but in all South-American coun- 
tries, as well, that if one attempts to high- 
pressure another into buying something the 
chances are that no sale will be made. 

The usual procedure in making a sale is 
for the seller to call on the prospective 
buyer, say, Monday morning. He will spend 
that morning talking over old times and 
about all he has been doing since his. last 
visit. He will then take the prospective 
buyer to lunch, and after lunch they will 
probably play a round of golf. Following 
the match the prospective buyer will be 
taken to dinner, and perhaps to a theatre. 
Tuesday will be a repetition of the day be- 
fore, except that instead of a game of golf 
they will probably attend a bull fight. On 
Wednesday morning the seller will call at 
the office and during his conversation with 
his much entertained prospect will casually 
mention the fact that he has some mer- 
chandise in which he believes the other 
might be interested. And if the buyer is in 
the mood, the sale may ultimately be con- 
summated. 

Closing a set of books at the end of a 
fiscal period is done quite differently in 
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Mexico than in the United States. In Mexj- 
co the profit-and-loss accounts are not onl 
closed at the end of the year, but the gov. 
ernment requires that all asset and liabjl. 
ity accounts be closed out as well. The clos. 
ing entry is quite similar to the entry that 
is made when a company is dissolved. At 
the beginning of the following fiscal year 
the books are set up as if a new company 
were being organized. 

The Mexican dollar is called a peso. The 
Mexican cent is called a centavo, and one 
hundred centavos equal one peso. It can 
be seen that there is striking similarity in 
the statement of their currency and ours, 
The outstanding advantage, as far as au- 
diting is concerned, is the fact that one peso 
is expressed decimally the same as one dol- 
lar. For example, one peso is commonly 
expressed 1.00. It is therefore conceivable 
that one could make an audit of a set of 
books not knowing whether they were ex- 
pressed in pesos or dollars and arrive at the 
same arithmetical results. 

In Mexico no Company is allowed to re- 
cord in its accounts any other currency 
other than that of Mexico. This is true even 
though as high as ninety per cent of the 
company’s transactions are made in cur- 
rencies of other countries. 

During my stay in Mexico I did not have 
the opportunity of becoming acquainted 
with the requirements in regard to the reg- 
istration of accountants, but I did notice 
as I was walking along one of the main 
streets that our standard of ethics was be- 
ing violated ; for hanging over the sidewalk 
was a neon sign reading “Contadores Pub- 
licos Titulados.” 


A. F. 


Tue Income ApPRoacH 

Beginning students usually find their in- 
troduction to nominal accounts and accru- 
als the hardest spot in their first semester. 
A large part of the confusion may often 
be due to the undigested condition of il- 
logical material presented earlier; nominal 
accounts and accruals themselves should 
not be hard to grasp. But even though they 
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do present difficulty to the student they 
should be strongly stressed very early be- 
cause in them is the essence of the accrual 
basis of accounting which we are so anxious 
to see replace the cash basis. In fact so 
completely do nominal accounts and ac- 
crued items embrace the heart of modern 
accounting that they might well be made 
the foundation of the introductory work 
itself. This would mean a start based upon 
the Income Statement rather than the Bal- 
ance Sheet. 

Instruction in elementary accounting 
is still very much under the influence of 
age-old traditional methods of teaching 
bookkeeping. Bookkeeping instruction tra- 
ditionally aims at teaching a balanced re- 
cording methodology; it appeals to imita- 
tive faculties rather than reasoning proc- 
esses; it over-simplifies a naturally com- 
plex subject by artificial rules of thumb; 
it introduces personal debts very early, 
presumably merely because external trans- 
actions and personal accounts bulked large 
in early bookkeeping. Certainly personal 
accounts of debts can not be said to be 
the most basic element of business or book- 
keeping. Furthermore, and perhaps more 
important, bookkeeping instruction per- 
sists for the most part in using the tradi- 
tional mercantile proprietorship as_ the 
framework for its first series of transac- 
tions in spite of the fact that many mer- 
cantile situations are extremely difficult to 
teach to beginners. 

Must the familiar way of approach be 
accepted without question because it is old 
and time-tested? May it not be that modern 
changes in the conditions to be served by 
accounting require a new approach to 
bookkeeping so that the student shall not 
be unduly confused by the attempt to fit 
modern business complexities into an over- 
simple traditional framework of record- 
making? 

Historically trading proprietorships or 
partnerships were the first forms of busi- 
ness enterprise to use double entry book- 
keeping. But the important problems of 
‘eokkeeping no longer lie in that type of 
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business; the manufacturing corporation 
is the present focal center of business. 
Therefore the latter should be the setting 
for explaining bookkeeping. Another rea- 
son for this choice is that it will be found 
easier to relate the peculiarities of book- 
keeping to factory operations than to mer- 
cantile operations. And it will be easier to 
show that corporate stockholders, bond- 
holders and bank lenders are all in the same 
category as suppliers of business capital 
than it is to fix in the mind of beginners the 
significance of the distinction between pro- 
prietors and creditors. Professor Finney 
has already shown that nominal accounts 
are easier related to surplus account than 
to proprietorship capital. 

The traditional sequence of topics in ele- 
mentary accounting points bookkeeping in- 
struction toward a clerical routine whereas 
the modern objective should be to lay a 
foundation of understanding of business 
transactions. Therefore modern instruction 
should begin the presentation of elementary 
accounting with a consideration of the bas- 
ic economic fundamentals of all enterprises 
—such as matching returns from services 
rendered against the costs of rendering 
the services—rather than begin with ele- 
ments which are essentially secondary to 
the transaction of business—such as the 
contracting and discharging of debts re- 
ceivable and payable. If this approach were 
followed, the first emphasis could be upon 
managerial calculations rather than mem- 
ory-aiding records of debts. The following 
rough sequence of topics will further illus- 
trate the thought behind this kind of ap- 


proach. 


Explain the economic function of busi- 
ness enterprise—discuss specialization in 
the production of acceptable services— 
show that sales of the product or service 
represent (1) the “recapture” of the costs 
of the service and (2) a profit or loss—ex- 
plain accounting as the method of deriv- 
ing a quantitative measure of the success 
with which the enterprise’s service is ren- 
dered—that is, a method of contrasting 
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costs and proceeds in order to calculate 
profits—distinguish first costs (direct out- 
lays) and “supplementary” costs (ex- 
pense). Explain the necessity to express 
all sorts of elements in a “common denomi- 
nator” such as money-price in order to be 
able to make the necessary managerial con- 
trast of costs and proceeds—show the 
profit and loss account as a “summary” of 
the most essential data by which to judge 
the activities of the enterprise—parallel 
columns in the account-form are a matter 
of convenience only—subordinate expense 
and income accounts are kept to provide 
significant detail—summarizing these into 
the profit and loss account lays foundation 
for later explanations of equality within 
journal entries—ruling off an equalized ac- 
count restores it to its original form await- 
ing later data. 

The first task as indicated would be to 
center the beginners attention upon the 
most elements in accounting—expense, in- 
come and profits—and to provide an easy 
introduction to the basic technic of book- 
keeping, that is, the bi-lateral ledger ac- 
count and subtraction by opposition. The 
next step is to add the concept of assets to 
the concept of expense. 

Explain assets and expenses as alike in 
being “advances” made by the owners to be 
employed in creating a product or service 
which consumers would buy—show that the 
process of combining material, labor and 
services (expense) is one of converting sev- 
eral different kinds of “purchased services” 
into a new “salable service’—to measure 
business success one must know (1) to what 
extent each sale repays the “advances” 
which were passed on to the consumer and 
(2) the extent by which sales price goes 
beyond or falls short of mere recapture of 
costs. Here is the place to explain depre- 
ciation as a part of the cost of the equip- 
ment now to be “attached” to the product 
and taken by the customer. This is more 
natural than the “valuation of assets” ex- 
planation of depreciation. Take plenty of 
time to contrast quick and slow conver- 
sions such as wages cost and depreciation 
cost—show how “conversion-transfers” 
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constitute a series of consecutive alter. 
tions and transfers such as: cash into 
machinery, wages, expenses, and how 
machinery, wages, and factory expenses are 
converted into “product,” and how the 
product account, as goods are sold, yields 
up costs to be transferred into profit and 
loss, there to meet the proceeds from sales, 
Sales income thus becomes the recovery of 
prior expense advances, plus a margin for 
the operator, if the service is acceptable to 
the consumer and the operator’s control 
over costs has been good. 

With this foundation it will be easy to 
develop inventories of cash, materials, 
product, expense supplies etc., all on the 
same basis as residual balances (not as ap- 
praisals) of “advances” awaiting conver- 
sion into future services. From these inven- 
tory balances develop a “property state- 
ment” which is merely the “advances” of 
various sorts which are not yet attached 
to any units of income in the net profit cal- 
culation. Note that no attempt has been 
made to portray duality of entries except 
those which reflect conversions or trans- 
fers of costs between accounts. 

After plenty of drill in entering pur- 
chases of material, labor, expenses, equip- 
ment, etc., as well as drill in reflecting in 
the accounts the conversions which are tak- 
ing place in the factory and drill in in- 
terpreting changes in the property state- 
ment—then it is time to take the next step 
in expanding the foundation laid down and 
discuss accruals and deferred charges. 

Accruals and deferred charges serve two 
purposes at this point: (1) they show that 
refinements must be made in computing 
with a high degree of accuracy both the 
cost of services acquired (expense) and 
the proceeds from services rendered (in- 
come) to the end that only such expenses 
and incomes shall be associated in the ac- 
counting calculation of profit as are as- 
sociated in reality, (2) they constitute a 
means of introducing business on credit in 
a way which relates that aspect of modern 
business to productive activities rather 
than to finance. 

Omit consideration at first of accrued 


assets | 
accrue 
justme 
show le 
or pro 
income 
inal ac 
ure for 
Foll 
involvi 
be well 
longer. 
liabilit 
from | 
may b 
Ext 
on cré 
acoun' 
ment 
awaiti 
(i.e., t 
lected 
ices 
discus 
action 
bad d 
fineme 
deduc 
made 
Afi 
acqué 
as thi 
side o 
to th 
pense 
ital” 
notes 
inves 
sente 
comfy 
tive 
agail 
datic 
on 
cont: 


curil 
info! 
capi 
count 


The Accounting Exchange 


assets and liabilities ; a confine attention to 
accrued expense and accrued income as ad- 
justments made when the nominal accounts 
show less than the true figure for the costs 
or proceeds, and to deferred expense and 
income as adjustments made when the nom- 
inal accounts show more than the true fig- 
ure for costs and proceeds.* 

Follow with drill in suitable transactions 
involving these elements. Perhaps it would 
be well to omit interest on loans for a while 
longer. Finally show accrued assets and 
liabilities as additions to or deductions 
from the property statement as the case 
may be. 

Expand these concepts to include sales 
on credit and purchases on credit—show 
acounts receivable in the property state- 
ment and explain them as sales income 
awaiting collection and “potential expense” 
(i.e., to become “actual expense” when col- 
lected and subsequently expended for “serv- 
ices acquired” )—omit accounts payable 
discussion temporarily. Drill in these trans- 
actions including sales discount. Include 
bad debt adjustments here as a further re- 
finement of the true proceeds from sales, 
deduction from accounts receivable being 
made rather incidental. 

After the student has had considerable 
acquaintance with such accounting matters 
as the above—that is, with the “property” 
side of business—he can then be introduced 
to the sources from which the initial “ex- 
pense-advances” come—that is, the “cap- 
ital” side of business. Accounts payable, 
notes payable, bonds, capital stock, re- 
invested profit (surplus) should be pre- 
sented as sources of properties held by the 
company and as indications of the rela- 
tive claims which different parties have 
against the properties in the event of liqui- 
dation. Explain such matters as business 
on credit, varieties in the terms of creditor 
contracts, priorities in liquidation as a se- 
curity for loans, etc. Contrast the kind of 
information desired by those who supply 
capital (property and capital) and those 


1See Finney: Introduction to Principles of Ac- 
counting. 
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who control operations (income and ex- 
pense). Explain the inescapable equality of 
the property statement and the capital 
statement; show the different purpose of 
these (now combined into the balance 
sheet) and the previously developed income 
statement. Now for the first time the ex- 
planation of the duality of all entries and 
adjustments is possible since now the nomi- 
nal accounts can be related, through the 
profit and loss account, to surplus, and the 
latter related to the other sources from 
which assets come. Here an extended re- 
view is indicated, the major purpose of 
which is (1) to learn to express the prior 
transactions in technical journal entry 
form, (2) to systematize posting, checking 
and taking the trial balance. 

Perhaps this would seem to be enough 
for the first semester but time should be 
provided for the analysis of a few new situ- 
ations. It would be advisable to introduce 
the liquidation of a simple corporation in 
order to show clearly the nature of the 
creditors’ interest in the assets, the priority 
of claims and the effect of value shrinkage 
under forced sales. Here too should be 
shown a simple merger of several corpora- 
tions to make additionally clear that pro- 
ductive operations are mainly concerned 
with costs, whereas financial operations are 
mainly concerned with values. 

The second semester would treat of three 
matters: (1) the analysis of mercantile 
transactions in place of the factory trans- 
actions of the first semester, care being tak- 
en to make clear the reasons for appraising 
inventories as a way of computing the cost 
of sales; (2) the usual discussion of nego- 
tiable instruments, checks, invoices, vouch- 
ers, and other proper work which furnishes 
the original data for modern accounting 
records; and (8) the necessary drill in the 
use of various types of separate books of 
original entry. 

There are two advantages in this type of 
approach. The first is that under this plan 
certain difficult matters are omitted from 
too early consideration. The traditional 
sequence of topics for example often suc- 
ceeds in confusing the cash and accrual 
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systems in the student’s mind by too early 
intermixture of personal and impersonal 
transactions; it mixes financial operations 
(debts) with productive operations (ex- 
pense and income). It is not necessary to 
present both sets of operations to beginners 
at once merely because they are never found 
separate in actual business. The picture of 
accounting as it is will be better under- 
stood if it comes after a foundation of basic 
ideas has been laid. 

Then there is a vast overstressing of 
artificial duality in the usual approach. 
Duality is quite incidental rather than bas- 
ic to double entry. Another criticism is the 
presentation too close together of an ex- 
cessive amount of new technicalities in con- 
nection with ledger accounts, journal en- 
tries, debts, statements, inventories, accru- 
als, etc. Most students for a while confuse 
purchases as costs and inventories as as- 
sets. This is not necessary; it is merely 
the result of treating mercantile accounts 
too soon. The same may be said of the 
student’s tendency to be confused when ex- 
pense such as wages, which look like as- 
sets, are explained as debits to capital, 
which makes them look like losses. 

The second advantage is that the above 
sequence of topics makes it easier for the 
student to grasp very early certain im- 
portant basic ideas such as the idea that as- 
sets are but expense in suspense and the 
idea that most accounting entries reflect 
a succession of conversions of one element 
into another. No difficulty will be experi- 
enced in getting the student to relate ac- 
counting process to business processes and 
thus penetrate the heart of accounting at 
the very start. It will be easy for begin- 
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ners to grasp the business man’s interest 
in associating cause and effect, that is, in 
comparing expense as a dollar-measure of 
services received with proceeds as a dollar- 
measure of services rendered. That, sure 
ly is much more fundamental to business 
than transactions in personal debts and 
equality of debits and credits. 

This association of the proceeds of sery- 
ice rendered with the cost of rendering that 
service is the essence of the accrual sys 
tem. If the service aspect is emphasized 
from the beginning, accruals should not be 
hard to understand when presented in de- 
tail. And accruals offer such a smooth in- 
troduction to business on credit that the 
student is never conscious of any such thing 
as a “cash basis” to be confused with an 
“accrual basis.” After all, the former is 
only an improper abbreviation of true 
double entry bookkeeping and were bet- 
ter forgotten. The apparent universal un- 
derstanding of cash makes cash seem the 
simplest element with which to begin. But 
as a matter of fact no element in business 
is more difficult really to understand than 
money. 

With this sort of approach carefully 
worked out and adequately supported by 
concrete transactions and problems, the 
student should emerge at the end of his 
first year with an introductory knowledge 
of simple bookkeeping procedures, for both 
a mercantile enterprise and a factory and, 
what may be even more important, a sound 
theoretical base upon which to rest a sub 
sequent expansion of this study in this 
field if he should care to follow it up. 


A. C. LirtLetTon 
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The Practical Application of Investment Manage- 
ment. Dwight C. Rose. (New York: Harper & 
Bros., 1933. Pp. ix, 286. $2.50.) 


The Practical Application of Investment Man- 

ement is a companion volume to the work pub- 
lished by Mr. Rose in 1928, entitled A Scientific 
Approach to Investment Management. His new 
book brings up to date the methods and data first 
published in 1928 and subjects the earlier theories 
to a criticism based on actual happenings since that 
date. 

This volume presents, of necessity, a statistical 
treatment of investments. A considerable part of 
the book is concerned with the investment experi- 
ence of the twenty-five largest fire insurance com- 
panies in the United States during the period 
1908-81, inclusive. Fire insurance companies were 
selected because “the managements or investment 
committees had an unusually broad knowledge of 
investment matters; the securities carried from time 
to time were in their judgment a diversification of 
‘healthy’ risks; and their selections were not seri- 
ously affected by burdensome legal restrictions.” 

The study of fire insurance companies is divided 
into three parts: a study of the “average” com- 
pany, and studies of the least and most successful 
companies, from the standpoint of average annual 
earnings and appreciation or depreciation of prin- 
cipal. The “average” company carried, over the 29 
year period, 23% of total investments in common 
stocks, 8% in preferred stocks, 48% in bonds, and 
21% in miscellaneous investments. After adjusting 
for changes in current market values, an average 
annual return of 3.7% was received. 

The results of the average performance, given 
above, is contrasted with the most and least suc- 
cessful companies. The percentage investments of 
these companies over the same 29 year period were 
as follows: common stocks 41% and 4%, preferred 
stocks 21% and 20%, bonds 26% and 70%, and 
miscellaneous 12% and 6%. The average annual re- 
turn to the least successful company was 3% and 
that of the most successful company, 5%. 

“These records of investment experience of the 
25 largest fire insurance companies clearly indicate 
that common stocks have been the most profitable 
medium of investment carried by them over the 
last 30 years, even when complete allowance is made 
for currently depreciated market values; and that 
the principal purpose served by short- and long- 
term bonds has been to provide relative stability 
of market value of the companies’ assets. Thus, 
the fundamental principles of long-term investment 
advanced in 1928 are further substantiated by the 
acid test of actual experience by this important 
group of investors through this severe depression 
period.” (50) 

; A very brief discussion is given of the factors 
influencing the market prices of common stock. 
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Three factors in particular are mentioned: com- 
modity prices, interest rates, and amount of re- 
invested earnings. The author is inclined to believe 
that the amount of reinvested earnings is “one of 
the most valuable bases for measurement of the 
intrinsic worth of industrial stocks”. (68) 

The last part of the text is devoted to an analysis 
of the functions of an investment counsel, and to 
an historical study of the five oldest funds super- 
vised by investment counsel on a fee basis. The re- 
sults of the supervision of these funds are particu- 
larly interesting when compared with the invest- 
ment results of the fire insurance companies previ- 
ously mentioned. Average annual income of the five 
funds was 5.33% and average annual appreciation 
over the period 6.36%, compared with a total of 
income and appreciation of 6.65% for the “average” 
insurance company. 

The author has provided over a hundred pages 
of graphs and tables to support his conclusions. He 
has freely admitted errors in the theories first pre- 
sented in 1928 and since proven to be inadequate 
and he has made a very convincing plea on behalf 
of the new profession of investment counsel. “In- 
vestment Management” is readable, thorough, and 
well-written. 


F. P. Surrn 
Yale University 


Analyzing Financial Statements. Revised Edition. 
Stephen Gilman. (New York: The Ronald Press, 
1934. Pp. xiii, 475. $4.00.) 

The revised edition of this pioneer work in ratio 
analysis has gained nearly one hundred per cent 
as far as pages is concerned and many of the 
shortcomings of the earlier edition have been re- 
moved by this process. Oversimplification was the 
greatest defect of Gilman’s first book and this 
tendency found its expression in the limited number 
of ratios used, in places rather naive interpretation 
of their meaning and in the general style of ap- 
proach to the subject. This new edition has gone 
far to qualify some of the formerly oversimplified 
interpretations. But such quotations from Barron’s 
as given on page 203, hardly improve matters. The 
very interesting “pay-point charts” (pages 262-263) 
are taken from publications of Professor Rauten- 
strauch (Columbia University), but no source is 
given. 

It appears further than the title is somewhat 
too ambitious. Investment analysts, for instance, 
who might wish to consult the book for the testing 
of bond values of railroads or public utilities will 
not even find one reference. Consolidated state- 
ments are not once mentioned. It seems justified to 
state that the book has been written from the point 
of view of internal analysis of industrial corpora- 
tions only. With this limitation clearly recognized 
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the book deserves, to be called a classic in Ameri- 
can accounting literature. 
Rozserr WEIDENHAMMER 
University of Minnesota 


Accountants’ Reports. Third Revised Edition. Wil- 
liam H. Bell. (New York: The Ronald Press, 
1984, Pp. xiii, 397. $5.00.) 

The present edition, which is slightly longer than 
the second, issued in 1925, follows in general the 
same plan. First over a hundred pages are devoted 
to a discussion of the balance sheet and how it 
should be prepared to meet the needs of a given case. 
Included for illustration are twenty-two forms with 
comments. Next are found over sixty pages which 
perform the same function for income and surplus 
statements. A study of these two sections will pro- 
vide anyone faced with the necessity of preparing 
financial statements with a wealth of suggestions 
which, intelligently used, cannot fail to be of great 
benefit. The following section, dealing with con- 
solidated statements, will be used most effectively 
only by those who are somewhat versed already in 
the subject. Then come two chapters providing an 
abundance of illustration and comment on state- 
ments for a variety of purposes and graphic charts. 
The next seventy-five pages contain helpful remarks 
and suggestions concerning various parts of audi- 
tors’ reports—presentations, comments, certificates. 
On account of recent changes in the form of certifi- 
cates over three times as much space as formerly 
is given to this subject. Mr. Bell gives examples 
of certificates of representative American concerns 
with the actual names of leading auditing firms ap- 
pended. The arrangement is such as to afford com- 
parison of recent practice with present practice. A 
complete audit report which enables the reader to 
see how the various parts of the report work in 
together comes next and the volume closes with a 
short chapter on mechanical Features and Office 
Procedure. Both students and practitioners will find 
the book of value. 

Artuur W. Hanson 

Harvard Graduate School of 

Business Administration 


Business Law, Principles and Cases. Thomas S. 
Kerr. (New York: John Wiley & Sons, Inc., 
1984. Pp. xix, 776. $5.00.) 

This text was written primarily for the under- 
graduate course in the subject and is designed for 
a full year. It should interest particularly the col- 
lege student preparing for business, The various 
parts, of which there are nine, deal with Contracts, 
Agency, Sales, Bilis and Notes, Partnership, Cor- 
porations, Real Property, Bailments, and Carriers. 
An appendix contains the Uniform Sales Act, the 
Uniform Negotiable Instruments Act, and the Uni- 
form Partnership Act. The introductory statements 
at the beginning of each chapter are designed to 
give a brief analysis of the subject matter of the 
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respective fields with special attention to the majp 
principles of law dealt with in the cases which fo 
low. The book uses the case method and the cages 
have had surplus material found in the original 
reports and irrelevant to the purpose of the cages 
in the book eliminated. 
Arruur W. Hansoy 
Harvard Graduate School of 
Business Administration 


League of Nations: World Economic Survey 1988. 

33. (Geneva, 1933. Pp. 345. $1.50.) 

The World Economic Survey for 1932-88 jn- 
cludes the following chapters: A Troubled Year, 
The Confusion of Prices, The Disorganization of 
Production, Wages and Social Policy, The Profits 
of Enterprise, The Strain on the Public Finances, 
International Trade and Commercial Policy, Mone- 
tary and Credit Policies, A World in Debt, The 
Balancing of International Accounts and The Eco- 
nomic Situation in July, 1938. The Survey is the 
work of Mr. J. B. Condiffe and is the second of 
an annual series undertaken by the League. While 
it contains much of interest and value, one can 
obtain a much better impression of the significance 
of its content by first reading the preceding vol- 
ume. But it should be said that “The aim of this 
Survey is not primarily to diagnose causes or to 
weigh political and economic influences, but to re- 
cord and interpret economic developments.” Thus, 
it is found that “The most destructive development 
during the year 1932 was exchange instability.” 
Hence, it is not surprising that thirty-five countries 
were off the gold standard at the end of 1932, while 
exchange control of some sort and in some degree 
was practiced in the remaining twenty-seven. Back 
of exchange fluctuations were price disequilibria 
both national and international which became the 
basis for various devices for raising prices, but up 
to the end of March, 1933, “. . . these various dis- 
equilibria, so far from being remedied, had been 
aggravated.” The fact is that “The relatively high 
prices of investment goods as compared with the 
prices of finished products . . . goes far to explain 
the failure of low-interest rates and abundance of 
monetary resources to stimulate a revival of invest- 
ment. ... The materials used in the heavy industries 
. . . increasingly passed under the control of large 
concerns which followed policies of price stabiliza- 
tion in good times and bad.” Thus, early in the 
volume the author puts his finger on the very crux 
of our economic situation. 

Evidence of a price system that has not been per 
mitted to function may be found in the disorgani- 
zation of production and it is asserted that “Sta- 
tistical series ranging back to 1860 failed to reveal 
any previous period in which the decline in either 
raw-material production or manufactures has been 
so precipitate or so severe.” “. . . the dispropor- 
tion between the decline of production of producers’ 
and consumers’ goods is marked in every coun 
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try... .” As for wages, “Since the depression, the 
share of the national incomes going to the wage- 
earning and salaried classes appears to have been 
increasing in many countries; but the total has 
been so greatly reduced that the absolute amounts 
paid to wage-earners have fallen very heavily. 
Thus, in the United States, wages and salaries, 
which in 1929 had absorbed 62.5 per cent of the 
national income, by 1932 absorbed 70.5 per cent; 
but the actual amounts paid had fallen from $53,300 
million to $28,200 million.” Moreover, there is evi- 
dence of concentration of unemployment, except 
in the building trades, “upon export rather than 
domestic, and upon the production rather than the 
consumption, industries.” Thus, the world suffers 
from “. . . far-reaching structural changes in in- 
dustry and commerce as distinct from cyclical ag- 
gravation resulting from the crisis. . . .” 

In discussing profits, it is pointed out that 
« ,. expansion of credit, bearing in mind local 
circumstances, was greater than the growth of in- 
dustry.” Moreover, a great part of the credit ex- 
pansion ... was not devoted to financing a growing 
volume of production and trade . . .” but rather 
« .. to creating new financial institutions and to 
speculation. . . .” One should also allow for the 
fact that “. . . the course of real investment in 
most countries before 1929 was such as to overrun 
the actual savings of the community.” Consequently 
anticipated values have not been realized since 
“ ., business earnings have decreased almost cat- 
astrophically in most countries.” With the de- 
cline of profits has come the failure of new enter- 
prizes to appear up till the present. And their fail- 
ure “to emerge and force a readjustment of exist- 
ing businesses is . . . partly due to pressure upon 
public authorities from those who are reluctant 
to face such a readjustment .. .” with all the con- 
sequences involved. Is there a way around this 
dilemma? We shall see eventually. 

The heavy decline of national incomes has also 
involved a heavy decline in revenues from taxa- 
tion and necessitated the discovery of new sources 
and new methods of taxation. If these are inade- 
quate to the balancing of budgets “. . . before tax- 
able and borrowing capacity shows signs of exhaus- 
tion, the Government is forced to get advances 
directly from the Central Bank.” And this is ob- 
viously a makeshift procedure involving great po- 
tential dangers as well as obstacles to restoration 
of international trade, consequently, resort is al- 
most inevitably had to tariffs, exchange control 
and quotas. Hence, it is not surprising that “.. . 
seven-tenths of the goods traded in in 1929, chang- 
ing hands at rather more than half the prices cur- 
rent in 1929, gave a total volume of world trade in 
1982 less tnan 40 per cent of the value of 1929.” 
International disequilibria has been accentuated by 
competitive currency depreciation, a “most for- 
midable weapon of economic warfare .. . (which) 
tends to have a boomerang effect. . . .” Back of 
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this situation lies the internal disequilibria, a cause 
and a result of which was the fact that “. . . banks 
had advanced loans too freely against securities 
that could not be readily turned into cash assets 
without undue loss. . . .” Unfortunately, banks 
came to rely upon “the stability of the security and 
real-estate markets.” 

“, . , modern economic problems must be con- 
sidered neither as purely national nor as cosmo- 
politan, but as arising in a series of national econo- 
mies which are in shifting equilibrium with each 
other.” Hence, the difficulty of maintaining an in- 
ternational price system so essential to that inter- 
national trade without which international debts 
can never be paid. Indeed, the shifting equilibria 
proved too much for the debtor nations, when 
creditor nations were no longer willing to lend, and 
default became general. And, the promise of better 
days is not apparent since there is a “. . . clear 
tendency for the great creditor countries to re- 
ceive net imports instead of sending out net exports 
on capital account. .. .” Moreover, the “. . . con- 
centration upon domestic recovery has implied not 
so much the disturbance as the neglect of inter- 
national economic equilibrium.” However, substan- 
tial advances were made in prices and production 
by June, 1933, and the lowest point of the de- 
pression appeared to be passed. But, there remain 
serious unsolved problems, the outcome of which 
cannot be clearly foreseen, a statement that was 
true at the close of this survey and still true. Per- 
haps enough has been said to indicate the substan- 
tial character of the content of this volume, but 
attention should also be called to its clarity of 
statement, its sustained balance and its broad inter- 
national perspective which, after all, is the only one 
from which a solution of our problems can be 
achieved. E. A. Kixcaw 

University of Virginia 


Twenty Years of Federal Reserve Policy, S. E. 
Harris. (Harvard University Press, 1933. Vol. 
I. pp. xxxix, 481. Vol. II, pp. xi, 865. $7.50. 

In his first volume Dr. Harris considers Bank 
Rate and Discount Policy, Open Market Opera- 
tions, Moral Suasion, Eligibility and Acceptability, 
Acceptance Policy, Gold and Currency. As for his 
approach we have his assurance that—“If this book 
is written around any central philosophy it is that 
central banks, in attempting to impose their policies 
on the country encounter serious obstacles. Their 
weapons are neither so potent nor sharp as is com- 
monly assumed; and for any successes, reserve 
banks owe much to the gullible public, which labors 
under misapprehensions concerning the power of 
central banks.” From this general point of view Dr. 
Harris undertakes a survey of Federal reserve 
policy, for the years 1914-33, theoretical and his- 
torical in character. He has made a meticulous ex- 
amination of the available sources and his findings 
are presented in rather detailed fashion. Conse- 
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quently, to get them one must follow an intensive 
analysis with concentration, lest the forest be ob- 
scured by the trees. However, this exacting task is 
fully repaid for one meets with a number of posi- 
tive and significant statements, highly valuable be- 
cause they are obviously the work of a careful and 
impartial scholar who has passed all the data 
through his mind with great deliberation and pa- 
tience. 

Thus, he observes “. . . the exaggerated faith in 
this weapon (open market operations) accounted 
in no small part for the failure of reserve policy 
in 1927-32.” And, “So long as open market policy 
has been considered a powerful tool—reserve au- 
thorities have made one fatal mistake, namely their 
excessive emphasis on reserve credit outstanding.” 
Again, “. . . criteria of proper banking current in 
1918 can no longer be applied to-day. Security, not 
eligibility, has become the universal measuring rod.” 
Senator Glass to the contrary notwithstanding. In 
considering Bank Rates, Dr. Harris finds that the 
Treasury was not wholly responsible for the in- 
adequate use made of the discount power in 1919- 
20 and he points out that “.. . politicians accounted 
in large part for this increased tendency to mini- 
mize the effectivenes of rates.” It should be ob- 
served that the interference of politicians or the 
fear of it is repeatedly referred to by the author 
and consequently it must be accounted a consider- 
able factor in efficacy of the reserve system in gen- 
eral and discount policy in particular. Hence, it 
seems that “. . . the stage had been set for an in- 
effective and inadequate use of discount powers in 
the speculative era, 1927-29,” well in advance. More- 
over, when reserve officials “. . . found it neces- 
sary once more, in 1928-29, to take some responsi- 
bility for the lending policies of member banks and 
money rates, their task was made the more difficult 
by the fact that they were once more embarked 
on a policy which had seen dangerous political re- 
sults in 1920-21 and which they themselves had 
repudiated over a period of five to six years.” 

In his discussion of rates Dr. Harris finds that, 
“One of the tasks confronting the reserve banks was 
to usurp the authority and influence of the corre- 
spondents of member banks.” A task which does 
not seem to have been achieved. He does not agree 
with Senator Glass that the Board was intended 
to have complete jurisdiction over rates, since “A 
study of the evolution of the Act shows that it was 
not intended that the Board exercise such control 
over rates.” Nevertheless, “. . . the Board seems 
to have exercised a considerable degree of con- 
trol throughout the history of the System” and, 
as a result of “the Board’s usurpation in part 
of the reserve banks’ authority to establish rates 

. 2’ rates have been lower, dangers of infla- 
tion and speculation have increased, and control 
has been less effective, but concessions have been 
made to politicians which were probably necessary, 
if we were to have any system, and rates have been 
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more uniform. As for open market operations re. 
serve officials, “, . . put too much emphasis on yp. 
serve-bank credit outstanding or earning assets 
rather than on member-bank balances. . . .” Dp 
Harris finds little basis for “. . . the assumption 
that reserve banks could determine the amount of 
member-bank indebtedness by the use of proper 
open market operations.” 

He then passes to “. . . the heterogeneous con. 
glomeration of disciplinary practices referred to ag 
moral suasion, discretion, or direct action.” Here 
Dr. Harris goes into the use of Federal reserve 
funds and finds reserve officials adopting the posi- 
tion, “. . . that since they could not identify the 
use (of funds) they would infer that member 
banks in debt and lending on the market, were us- 
ing reserve funds for unapproved purposes.” Dis- 
crimination against continuous borrowers was also 
a convenient instrument in the campaign of moral 
suasion, but its edge was somewhat blunted because 
it was generally possible for a bank to borrow 
from its correspondent and Dr. Harris finds it 
rather “. . . striking that national banks borrow 
as much from their correspondents today as in 
1915.” Turning to eligibility, he finds that “.. 
reserve authorities have modified their policies to- 
ward acceptances in accordance with changing con- 
ditions.”, that the popularity of advances on 
promissory notes and repurchase agreements has 
been a factor destructive to the potency of eligi- 
bility rules, and that “. . . the result of the em- 
phasis on security has been a failure to pay at- 
tention to eligibility.” However, something is to be 
said in favor of relaxing eligibility rules, since 
“Every bank with good (sound) assets ought to 
have access to the reserve bank in times of 
trouble”; Moreover, “. . . the tendency toward 
liberalization will and should continue.” 

In the discussion of acceptances it is pointed out 
that the market has had artificial support from the 
reserve banks all along, thus assisting banks in 
finding a way around “. . . opposition to redis 
counts and additional obstacles to sales in the opea 
market.” Still, Dr. Harris feels that criticism of 
acceptance policy has gone too far. In taking up 
gold policy he admits that concentration of gold 
supplies was responsible for a considerable measure 
of inflation, yet the policy of putting gold into cir 
culation involves an element of danger. Reserve at 
thorities also cooperated with Germany and Eng- 
land in their attempts to re-establish the gold stand- 
ard. These aspects were not the most serious, how- 
ever, for “The unprecedented rate of primary ex- 
pansion and the expansion of the security mar- 
kets .. .” were neglected and reserve officials failed 


to see the necessity of depriving member banks of 
cash equal to the amount of incoming gold. On this 
momentous subject Dr. Harris is somewhat reluc- 
tant to come to a decision, but finally concludes that 
“. .. reserve banks probably allowed member-bank 
balances to rise too rapidly in the period 1921-27.” 
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In his discussion of note policy Dr. Harris states 
that the accepted position today is that taken by 
the Board almost without exception since 1916, 
namely, that the initiative in note issuance “... 
comes from the public and the function of the re- 
serve banks is merely to facilitate the prompt ad- 
justment between the public’s demand for currency 
and its volume in circulation.” But this policy of un- 
limited issuance of reserve notes has been an effec- 
tive adjunct of reserve policy since it caused the 
depletion of member bank reserves and had a simi- 
Jar effect on reserve bank reserves. In conclusion 
Dr. Harris refers to the peculiar sensitivity of 
the Board to pressure from politicians, and to the 
excessive faith in open market operations as the 
greatest single factor in explaining the disappoint- 
ment with reserve policy. 

Vol. II is devoted to the intensive study of re- 
serve policy in the years 1927-33 and particular at- 
tention “. . . is paid to the movement of deposits.” 
“Reserve officials, looking back, are now willing to 
admit that their rate policy in 1927-29 was weak 
and ineffective.” and the explanation is found in 
political pressure. The object of reducing rates in 
1927“... was largely to help Europe retain its 
gold”; “The damage was done in the years 1921- 
91, when large influxes of gold enabled banks to pay 
off their debts and increase their reserves and earn- 
ing assets.” “Destructive rates were now necessary 
to stop the progress of speculation; and they were 
not politically expedient.” From June to August, 
1928, reserve policy “. . . seemed to verging on suc- 
cess.” but, for some “. . . inexplicable reason, per- 
haps political in nature or perhaps related to their 
solicitude for legitimate business, . . .” the policy 
was suddenly reversed. Dr. Harris also brings out 
the point that since 1929 the New York Bank has 
been deprived of some of its control over open mar- 
ket policy. “Perhaps this fact explains its tendency 
to be in the van in the movement to reduce the 
Benk rate: thus it attempts to retain its control 
over reserve policy.” 

The excellent introduction to Vol. II contains the 
substance of the findings of the entire volume, a 
fact which renders it more useful to those who da 
not care to follow through the tedious and some- 
times intricate analysis of policy from 1927-33. 
However, careful study of the entire volume is well 
repaid because of its findings. Thus it is said that 
important reserve officials were aware of the dan- 
gers of the speculative boom and “The delay in 
vigorous measures may properly be interpreted 
++. as a weakness of discount policy. .. .” Again, 
the increase of loans on account of others prevented 
& consummation of a more effective reserve policy, 
“... but it does not follow that reserve authorities 
are not to assume a part of the responsibility” 
for the increase. And again, “America has long 
been accused of not playing the game of the gold 
standard. But what is to be said of central banks 

—the Bank of France in particular ... ?” Dr. 
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Harris also holds that “. . . the scarcity or even 
mal-distribution of gold has not been a very im- 
portant cause of the decline in recent years.” There 
follow four statistical appendices of almost a hun- 
dred pages, an excellent bibliography and an “Ad- 
dendum. The Crisis: March, 1983.” Here Dr. Harris 
finds additional support for his conviction that open 
market operations were not an effective means of 
infusing activity into bank deposits. He also seems 
to find merit in the temporary, if not permanent, 
repudiation of the gold standard, for “Unfortu- 
nately, the gold standard, not of 1913, but the one 
envisaged by economists, in a world so strongly 
nationalistic is a dream. . . .” Moreover, since there 
is a spirit of inflation rampant, why not let it come 
about through expansion of bank credit which is 
quite adequate for the purpose? Dr. Harris favors 
“,.. increased activity on the part of the Treasury; 
for the reserve banks have done more than can rea- 
sonably be expected of them both to stop the de- 
cline in prices and to keep banks open.” 

This analysis of reserve policy follows, in point 
of time, the excellent work of Dr. C. O. Hardy, 
“Credit Policies of the Federal Reserve System,” 
and that of Dr. H. L. Reed, “Federal Reserve 
Policy 1921-30.” Reference should also be made to 
the valuable material in “The New York Money 
Market” by Beckhart and others, Of the three Dr. 
Harris’s analysis is presented in the fullest form. 
There are points of disagreement which cannot be 
gone into here, though, for the most part they arise 
from differences of emphasis. The three studies 
taken together afford a fairly exhaustive supply 
of data upon the efficacy of policies which should 
be of great value to reserve authorities as well as 
to students of central banking. Perhaps it is not 
too much to hope that these studies will afford a 
basis for future legislation and also for the formu- 
lation of sound credit policies. As for the outstand- 
ing contribution of Dr. Harris this reviewer com- 
pleted his work with a feeling, supported by num- 
erous statements throughout the work, that so far 
as policy is concerned, the reserve system has been 
almost, if not quite, a total failure. This result 
may be traced, in part, to political interference 
or the fear of it, in part to imperfections inherent 
in the system, both as to mechanism and personnel, 
and, in part, to sectional obstacles to that agree- 
ment on fundamentals so essential to formulation of 
policy. But, the author, in his Foreword, holds that 
the system has “. . . nevertheless functioned re- 
markably well . . . and the nation need not be 
ashamed of . . . achievements in the past.” Some- 
how, this position does seem to be adequately sup- 
ported by his work, for, while mistakes are fully 
exposed, it is not made clear just how errors of 
such grievous consequences do not constitute a con- 
demnation of the system as it stands. The major 
function of a central banking system is effective re- 
serve or credit policy and, as I read Dr. Harris’s 
work, the system has failed in this essential. The 
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mistakes are unfailingly indicated, but the ac- 
counting for them leaves something to be desired 
beyond the repeated reference to political interfer- 
ence or the fear of it. Was there a lack of courage 
and a lack of officials of adequate abilities. Or, 
perhaps the system was merely another victim of 
soft economics. At any rate we have the record 
from which we can draw our own conclusions. In 
fairness to Dr. Harris perhaps it should be said 
that, he probably believes, under the existing con- 
ditions, a more effective system was and is not 
to be hoped for. In other words the interference of 
politicians may be construed as evidence that the 
country is not willing for the system to have and 
exercise the powers without which it could not pro- 
vide the protection that chiefly justifies its exist- 
ence. In short a reserve system that functions must 
be a growth that cannot be attained in twenty years. 
E. A. 
University of Virginia 


Determinants of Investment Practice. Edmund 
Brown, Jr. (New York: The Macmillan Com- 
pany, 1934. Pp. viii, 200. $2.00.) 

“Determinants of Investment Practice” is an- 
other addition to that growing body of literature 
in the field of scientific investment management. 
The author attempts to determine the rules which 
should guide the investor, institutional and private, 
in the selection of securities, the interpretation 
of market conditions, and in the choice of objec- 
tives. 

The writer starts with the obvious assumption 
that an investor supplies capital for productive 
enterprises, with the expectation of receiving a 
more or less definite return during the life of the 
investment and receiving the principal sum at ma- 
turity. This statement sets forth the two elemen- 
tary but essential objectives of investment man- 
agement. The expectation of a minimum rate of 
return should be the first objective of the investor. 
It is this objective which distinguishes him from 
the speculator. Considering a long-run period, a 
rate of return equal to the rental rate on capital 
is substantially all the investor, as a class, can 
hope to receive. The second principle stated is the 
maintenance of the capital fund, This is no less 
important than the rate of return and is perhaps 
more difficult to accomplish. From the individual’s 
point of view this responsibility can be shifted to 
institutional savers such as savings banks and in- 
surance companies. For the investor who selects 
his own securities, to maintain his principal intact 
requires adherence to a set of adequate economic 
principles. The author cites a 40 per cent decline 
in the market price of good bonds over a twelve 
month period; a 55 per cent decline in Municipal 
83 per cent bonds over a twenty year period; a 20 
per cent decline in the value of United States Gov- 
ernment bonds in very recent times. High-grade 
bonds, as a group, tend to go to a discount when 
faced with rising money rates, and the need to 
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liquidate portions of investments may be most 
urgent at such times. 

In order to outline principles of investment 
management, the writer has studied the so-called 
“institutional investor” class, the insurance com. 
panies, savings banks, trust funds, and investment 
trusts. 

Life insurance companies of the United States 
alone have invested assets of over $21,000,000,009, 
and some 65,000,000 people are interested in their 
operations. To a certain extent the investments of 
insurance companies are regulated by statutes, but 
sufficient judgment is allowed management to re 
flect the results of wise policies. The main ob 
jective of life insurance companies is to realize , 
given return over a period of years and much of 
the reserve fund can be invested in bonds and 
mortgages. In 1933, as an example, 32.6 per cent 
of the investments of life insurance companies 
were in mortgages, and 37.4 per cent in bonds of 
corporations, Governments and Municipalities. The 
emphasis here is on pure investment—the selection 
of securities “. . . which can be held to maturity 
and which will fit into a schedule corresponding 
to the expected maturities of insurance contracts.” 
Common stocks have little place in the portfolios 
of such companies. Such stocks have no definite 
maturity date, the probable value of them at fu- 
ture dates can not be accurately determined, and 
large reserves would have to be set up to cover 
shrinkages in market values. Life insurance com 
panies undertake to maintain principals intact and 
the use of common stocks makes this impracticable. 

Fire, marine and casualty insurance funds, bank 
investments, savings banks and building and loan 
associations, are studied in much the same manner 
as mentioned above for life insurance companies 
In each case the particular needs of that class of 
institution is examined and the investment policies 
stated. 

The interesting part of the stock is the portion 
devoted to outlining principles of investment mar 
agement. A substantial part of the volume is de 
voted to stating in very brief fashion the character 
istics of various classes of securities, and the ef- 
fects of the business cycle on investments. Th 
chapters on analysis of financial statements add 
nothing whatever to the literature on that subject 
and are too cursory in nature to be of much value 
to any reader. 

This book is written in an interesting mannet 
by one intimately connected with the work of ir 
vestment funds. The principles presented are sup 
ported with illustrations of policies of insurant 
companies and others, and statements are sup 
ported by examples and statistics. A goodly por 
tion of the book is of interest only to the la 
reader. That portion dealing with principles, how 
ever, should be of interest to those persons inter 
ested in the principles of investment management 

F. P. 
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The Securities Exchange Act of 1934. Charles H. 
Meyer. (New York: Francis Emory Fitch, Inc., 
1934. 251 pages.) 

This book consists of two separate parts: part 
[ deals with the Securities Exchange Act of 1984, 
and part II with the Securities Act of 1933, 
amended in 1934. The combination of these two 
Acts in one book is entirely logical since they are 
covering the two aspects of security regulation. 
Much of the material in this book is merely a state- 
ment of the Acts as finally passed by Congress. 
The important parts of the book, from the reader’s 
point of view, are the summaries of Acts, and the 
section by section discussion. 

The summary of the Securities Exchange Act 
of 1984 occupies fifteen pages, and discusses in a 
very general manner the purposes of the Act and 
the regulations covering the more important points. 
Some of the regulations touched upon in this ex- 
cellent summary are: margin requirements, regula- 
tion of exchanges and over-the-counter markets, 
manipulative practices, trading of brokers for their 
own account, civil liabilities, etc. 

The explanations of the law, given section by sec- 
tion, is a fine piece of work. In each case the word- 
ing of the Act itself is given followed by a brief 
but complete and readable explanation of the lan- 
guage of the statute. As an example, Section 4 
of the Securities Exchange Act creates the Securi- 
ties and Exchange Commission. The wording of 
Section 4 is given, followed by a non-technical 
explanation of the Commission and its powers. For 
the reader who is not trained in law, much more 
may be learned of the Acts from reading Mr. Mey- 
er’s explanations than from reading the text of 
the Acts. The sarmie treatment as mentioned above 
is accorded the amended Securities Act of 1983. 

The Securities Act, even as originally drawn up 
in 1983, has had scant court attention. The amended 
Act has had none at all and the same statement 
is true of the new Securities Exchange Act of 
1984. Consequently, a book of this sort can be noth- 
ing more than the writer’s interpretation of the 
law. Mr. Meyer cautions the reader that “. . . the 
explanation of the law contained in this volume is 
merely the author’s opinion on a novel statute 
which has never been officially or judicially con- 
strued.” However, the writer has apparently ap- 
proached the Acts in question with a liberal, open- 
minded point of view. His conclusions regarding 
the Acts are, for the most part, favorable. 

With respect to the Securities Exchange Act 
the writer comes to this conclusion: “. .. the Act 
is a far reaching effort to check the more serious 
abuses incidental to the speculative era of 1928 
and 1929 and the ensuing panic. The Act appears 
to be sufficiently comprehensive to permit the cor- 
rection of the major portion of these abuses, and, 
if well administered, as undoubtedly it will be, 
should succeed reasonably well in that object.” He 
also points out a difference in the purposes of the 
two Acts: the Securities Act “. . . bears some re- 


semblance, in principle at least, to the provisions 
of the Securities Exchange Act requiring the reg- 
istration of securities dealt in on exchanges. The 
Securities Act, however, in the main requires dis- 
closure of information at the time a security is 
issued, whereas the Securities Exchange Act re- 
quires a continuing disclosure as long as the se- 
curity is traded in on a public market.” 

“The Securities Exchange Act of 1984” is a wel- 
come addition to the literature in the field of se- 
curity and exchange regulation. 


F. P. 
Yale University 


Performance of Department Stores: 1933. Edgar 
H. Gault, University of Michigan Business 
Studies—Vol. VI; No. 2, pp. 95. $1.00. 

Operating Results of Department and Specialty 
Stores in 1933. Carl N. Schmalz. Harvard Bu- 
reau of Business Research. Bulletin No. 92; pp. 
vi, 42. $2.50, 

A short time ago a prominent Chicago depart- 
ment store revealed that its operations for the past 
year had been profitless. A statement was issued 
to the press linking the non-profit showing to the 
increased operating costs incurred in adhering to 
the N.R.A. code regulations. Similar expressions 
appear periodically in the financial pages of our 
daily newspapers. The unveiled implication seems 
to be that the developments of the past year were 
to the financial detriment of the retail store. In the 
light of such current statements it is interesting 
to read these monographs of Professors Gault and 
Schmalz, based on facts rather than on opinions 
and prejudices, which present conclusions that are 
far from consonant with this point of view. 

These two men have for some years engaged 
in studying the operating results and performances 
of department and specialty stores (Professor 
Gault began his studies in 1927, and Schmalz insti- 
tuted his series in 1921). Although they have 
studied quite different groups their findings have 
been uniformly in agreement on major points. 

In his study of 1983 data, published May last, 
Professor Gault analyzed information received in 
the form of monthly reports from some fifteen to 
twenty-five small department stores located in the 
smaller cities north of the Ohio River and in the 
region stretching from Iowa to Maine. Professor 
Schmalz, on the other hand, has used a much larger 
sample; his report having been predicated on finan- 
cial and income statements from some 525 depart- 
ment and specialty stores located in the United 
States, Canada, and Hawaii. It would seem that 
the latter study had been more adequately sampled 
and perhaps presented a more accurate picture. 
Notwithstanding the fact that the Gault sample was 
much smaller, the results of the two studies were 
strikingly similar. 

The fundamental conclusion, in which both 
studies concur, is that the year of 1983 was, from 
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an operating standpoint, the most satisfactory since 
1929. The year opened with a gloomy prospect in- 
deed. The preceding twelve months had been the 
most disastrous period in the history of these 
studies. Expenses had risen to unusual heights, 
gross margins were unsatisfactory, losses averaged 
more than 5% of net sales, markdowns assumed 
astounding proportions, inventories aged uncom- 
fortably, and sales had taken a power dive. 

The prospect for 1933 was a continuation of 
these phenomena. January sales were approximate- 
ly 25% behind the corresponding month in 1982. 
February gave evidence of further distress. March, 
which ushered in the new administration, and the 
bank holiday, was even more dismal. What right 
had merchants to expect anything but doom? Ap- 
parently none. 

That the “darkest hour is just before the dawn” 
proved happily to be true. A gleam of the dawn 
appeared on the horizon. Tenseness eased, Spurred 
by the prospect of monetary debasement prices 
began to rise. Fear and abjection abated. Buyers 
who had postponed buying in the hope that prices 
would fall now rushed to market to provision them- 
selves before prices rose. From a monthly index 
in March less than 70% of the corresponding month 
in 1932 sales rose to approximately 115% in August 
and September. The pace set, however, could not 
be fully maintained and sales were somewhat re- 
duced in the closing quarter of the year, either as 
a consequence of the increased buying of the mid- 
year or because prices had pushed to a point be- 
yond the consumer’s reach. 

At the close of 1933 several important facts 
stood revealed. Sales, despite their terrific decline 
in the first quarter of the year, fell only slightly 
short of 1932. Markdowns fell from their 1932 high 
level to the predepression figure of 1929, thanks 
to rising prices. Inventories were in the most satis- 
factory position since 1930. Expenses, in spite of 
the increased “code costs,” about which we have 
heard so much, were reduced by approximately 
3% of net sales. Losses, which had been increasing 
for three years, were reduced to a very small 
figure, and in many instances converted into profits. 

These studies indicate that, for retail stores at 
least, the low point of the depression was reached 
in March and April 1933, from which point dates 
an almost magical improvement. That this rapid 
recovery was not entirely wholesome seems to be 
the verdict of casual observers of the operations 
in the first six months of 1934. It will be with con- 
siderable interest that we await the succeeding 
volumes of these reports and their findings on the 
facts of 1934. 

Cuartes M. Wurrtto 
University of Illinois 


Capital and Interest. Montgomery D. Anderson, 
Ph.D. (Chicago: Business Publications Com- 


pany, 1934. Pp. vii, 202, $2.50.) 


America’s Capacity to Produce. By Edwin G. 


The Accounting Review 


The author, professor of economics at the Uni- 
versity of Florida, has written a book on economic 
dialectics. This may not seem exciting, but the 
author found it so. He roundly denounces those 
who have used other definitions and reasoning as 
apologists and obscurantists. He believes that his 
analysis is not only sound as a matter of theory but 
that it leads directly to some practical conclusion on 
social policy, such as the desirability of nationalis- 
ing the banking system. 

His scientific definition of capital is all the eco. 
nomic goods and services in existence at a given 
time. Capital is equal to production, and production 
and consumption are always equal. Net income is 
the rate at which production is increasing. Saving 
is condemned as destructive, for it is defined as a 
decrease of production (consumption), These pe- 
culiarities of definition have to be kept in mind in 
following the analysis of bank credit, which is the 
heart of the problem. Professor Anderson concludes 
that the contractual rate of interest is equal to the 
percentage rate of increase of the money value of 
production and is equal to the percentage rate of 
increase of bank credit. It is unfortunate that Pro- 
fessor Anderson has made it so difficult for the 
reader to understand his principal contentions, for 
what he has to say is of great interest to students 
of economics. 

R. S. Mertam 

Harvard University 


The Effect of Size on Corporate Earnings and Con- 
ditions. William L. Crum. (Boston: Harvard 
University, Graduate School of Business Ad- 
ministration, 1934. Pp. iii, 32. $1.00.) 


This study is based on the most recent statistics 
of corporate incomes, as published by the U. S. 
Bureau of Internal Revenue on the basis of the 
annual corporate income tax reports for 1981. The 
upshot is that the larger companies, on the whole, 
had more satisfactory earnings than the smaller 
units. As somewhat of a surprise may be regarded 
the conclusion that larger companies in 1931 had 
a smaller rate of loss on their net worth than the 
smaller ones, It has usually been alleged that the 
chances for control of overhead costs diminished 
in direct proportion to the size of a corporation. 

This study makes no attempt at analyzing the 
factors which are responsible for the different re- 
sults shown for corporations of various sizes; it 
merely gives the factual data on ratios such as: 
Sales to net worth, sales to capital assets, current 
assets to current liabilities, inventory to cash, sales 
to inventory, bonded debt to capital assets, net 
worth to total debt and return on net worth. 

Rosert WemENHAMMER 
University of Minnesota 


Nourse and Associates. (Washington, D. C.: The 
Brookings Institution, 1934. Pp. xiii, 608, $3.50.) 
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This book is the first volume in a cooperative 
study with the general title: “The Distribution of 
Wealth and Income in Relation to Economic Prog- 
ress.” The other three volumes are to deal with: 


“America’s Capacity to Consume” 
“The Formation of Capital” 
“Income and Economic Progress” 


The accurate title for Volume I really should 
have been: “America’s Capacity to Produce during 
the Period from 1900 to 1930 with the Capital Goods 
and Labor Force which she then Possessed and 
with the Technology and the General Pattern of 
Operative and Commercial Organization then Pre- 
vailing.” 

The setting of the problem in its larger aspects 
can be condensed into an outline as follows: The 
producing plant and personnel of this country turn 
out a constant flow of goods and services. Services 
are consumed when produced. Goods may be classi- 
fied into perishable and durable consumers’ goods, 
and into non-durable and durable producers’ goods. 
A balance must be found at all times between the 
current satisfaction of consumers’ wants and the 
maintenance of our productive plant. 

All those who participate in the economic process 
receive their remuneration for goods produced and 
services rendered in the form of wages, salaries, in- 
terest, rents, profits and dividends. A small part of 
this “National Income” is withheld as corporate 
savings, to provide for depletion, depreciation and 
accumulation of reserves. Another part is taken as 
taxes. The remainder goes into the hands of the in- 
dividual income receivers who disburse part of it in 
the purchase of consumers’ goods and direct the re- 
mainder back into the capital fund through bank 
savings, the purchase of insurance or stocks and 
bonds. 

At the beginning of modern capitalism, say, at 
the turn of the 19th Century, the belief was firmly 
held that savings lead to capital accumulation and 
that the enlarged capital supply makes possible in- 
creasing efficiency and higher standards of living. 
Accordingly, the greater the percentage of the na- 
tional income that was saved, the greater economic 
well-being for everybody was alleged to ensue. 

Economists as Lauderdale, Sismondi, John 
Stuart Mill, Wells, Hobson, Moulton, Foster and 
Catchings have contended that excessive saving is 
responsible for periodic gluts in the markets and 
that expanding consumption is a necessary ante- 
cedent to the profitable initiation of additional 
capital goods. 

This doctrine has apparently been accepted as a 
basic part of the economic philosophy of the pres- 
ent national government. It finds expression par- 
ticularly in the effort under the National Recovery 
Administration to raise money wages in advance 
of the rise of prices and in the Agricultural Ad- 
jJustment Administration’s effort to enlarge pur- 
chasing power in the hands of the rural masses. 
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The economic future of this country depends to 
no small extent on a definite answer to this pressing 
question. In a thousand practical decisions which 
must be made from day to day concerning wage 
rates and salary scales, dividend disbursements, 
the accumulation of surplus, the promotion of new 
enterprises, the laying of taxes, the provisions for 
pensions and poor relief, the persons in authority 
will have to base their plans on their conception as 
to how the economic process is promoted or re- 
tarded by a given pattern in the distribution of 
wealth and the adjustment of the balance between 
spending and saving by which it is accompanied. 

With this approach the book surveys the major 
industries and arrives at certain tentative conclu- 
sions. The statistical material is of value even to 
those who are skeptical about the conclusions. 

Rosert WemeENHAMMER 

University of Minnesota 


The Banking Situation—Post War Problems and 
Developments. H. Parker Willis and John M. 
Chapman. (New York: Columbia University 
Press, 1934. Pp. xxvi, 924. $5.00.) 

The authors, Drs. Willis and Chapman and 
twelve others, members of the teaching staff or of 
Dr. Willis’ Seminar in Banking in Columbia Uni- 
versity, have prepared this volume from material 
obtained “—through the banking survey of 1925- 
26,—data of the Senate Banking Committee 1930 to 
1982, inclusive, and the Banking Seminar, Columbia 
University, during the year 1932-33, with such addi- 
tional matter drawn from the work of the Com- 
mittee of the Reserve System as is indicated here 
and there.” The object of the work is “—to furnish 
a general review of the essential facts and figures 
necessary to form a judgment of outstanding bank- 
ing problems in the United States.” 

Part I, “A Crisis in American Banking,” in- 
cludes seven chapters, the sole work of Dr. Willis, 
written with characteristic vigor. He finds that 
banking shifted from a basis of liquidity of assets 
to shiftability, thereby becoming dependent upon 
the width and stability of the market for securities, 
and that the reserve system also became a victim 
of this hazardous basis of banking. Under “Bank- 
ing Reform and Banking Legislation” he gives an 
unique account of the hectic course of banking re- 
form, illustrated by the history of the Glass bill, 
that leaves one rather pessimistic of the possibilities 
of real banking reform. It is obvious that the author 
regards the Glass Act as make-shift rather than 
fundamental, yet we find him saying that it “—re- 
quires either a general and determined action, on 
the part of the population at large designed to pro- 
vide the capital for the recapitalization and refurn- 
ishing of the local or unit banks of the country, or 
else a general transformation in which the large 
banks shall become the responsible operators of the 
entire banking system. The community is asked to 
abandon or preserve its ‘unit bank system’,” for 
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under the new Act, “—it is the assets and not the 
‘deposits’ of banks that are guaranteed and the bur- 
den of the guarantee rests upon the large banks.” 
There follow two chapters of statistical study of 
the banking system by Mr. Kazakévich and another 
by Dr. Willis, “Types of banking” in which he 
shows that our banking system, having been grad- 
ually transformed by “its relationship to the stock 
market and by its assumption of investment bank- 
ing functions, —began to develop rapidly along the 
line of fiduciary duty.” The latter phase is then 
developed by Mr. Kazakévich, who finds that four- 
fifths of the capitalization of national banks is in- 
volved in fiduciary banking. Following a chapter 
on “Savings Banking,’ Dr. Chapman analyzes 
“Bank Failures” and brings out many significant 
facts including the fact that “—59 per cent (of 
failed banks) had total loans and investments of 
$250,000 or less.” Mr. F. W. Jones presents a chap- 
ter, “Geographical Distribution of Banking Fa- 
cilities in the United States in 1933” and he shows 
that certain regions now have inadequate banking 
facilities. Professor Chapman then discusses “Bank 
Mergers and Consolidations” and finds them partly 
responsible for the decline in the number of banks. 
He ales discusses “Chain and Group Banking” and 
“Branch. Banking,” presenting data showing the 
growth of the two down to 1981. It is apparent that 
he regards the former as inimical and the latter 
favorable to better banking. Dr. Bogen writes on 
“The Affiliate System” and Dr. Willis then presents 
an able chapter on “Reserves.” The two theories of 
reserves, the reserve based upon experience and the 
“fixed reserve,” are contrasted and the latter is ex- 
amined critically and found defective. Proposed 
remedies are also considered and it is concluded 
that “—the reserves as demonstrated by past prac- 
tical experience, are inadequate.” The discussion of 
“Reserves” is informing but not conclusive. 

Under “Public Deposits” attention is called to 
the great and increasing power of the Treasury De- 
partment as a factor in the money market and Dr. 
Willis points out deficiencies in the present han- 
dling of these deposits. He also contributes a chap- 
ter on “Bank Examinations” relying upon case his- 
tories of 225 failures. He finds that examinations 
have not been successful with respect to investment 
paper, and that “—the faults of bank examinations 
are found largely in an unwillingness on the part 
of the examiners to insist upon the observance of 
their findings—and a readiness on their part to 
acquiesce in the wishes or dictates of outside inter- 
ests—.” Hence, it is absolutely necessary that bank 
examiners be freed from political interference. He 
has contributed a chapter of great value. The chap- 
ter on “Bank Portfolios and Bank Operations” 
comes mainly from “Contemporary Banking” by 
Willis, Chapman and Robey, and is inserted to pro- 
vide standards for following chapters among which 
is “Investment Operations of Commercial Banks” 
by Mr. May. He finds that the securities invest- 
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ments were regarded as “—secondary reserve whig 
could be availed of at any time.” Thus, they 
“were a major source of difficulty.” 

Under the title “The Balance Sheet Situation” 
Mr. Kazakévich calls attention to the “—shift from 
endorsed paper toward secured loans—because of 
the growth of loans secured by stocks and bonds 
and the branching out of commercial banks into 
the field of city real estate financing.” It is clear 
that “—commercial banks tend in constantly in. 
creasing proportion to make loans on the basis of 
non-commercial assets.” Thus, the commercial ag. 
sets of national banks were reduced to above one 
fourth of their total earning assets and the amount 
of eligible paper was, in 1932, less than one-sixth 
of all loans of national banks. Mr. Becker contrib- 
utes an excellent chapter on “Real Estate Loans” 
showing their phenomenal growth following the 
enactment of the McFadden Act, thus explaining 
one cause of illiquidity among banks. Accordingly, 
he suggests legislation to limit loans of this type. 

Mr. May writing on “Banks and the Securities 
Market” explains how changes in corporate finane, 
ing “—influenced our banking system to effect a 
major change in the character of its assets,” and 
he makes it clear that regulation of stock exchanges 
is the logical outgrowth of the practice of bank in- 
vestment in securities. Dr. Willis’ chapter on “In- 
dustrial Changes in Banking,” following in logical 
order, analyzes changes which have made corpora 
tions less dependent upon banks and then passes to 
Central Banking to which subject he contributes 
two excellent chapters, bringing out the respects in 
which the Federal reserve system has departed from 
the intentions of its framers. Indeed, “—the re 
serve system never actually took effect in the form 
in which it had been planned.” Dr. Willis’ chapters 
show that he is still the most convincing writer on 
the Federal reserve system and has an insight 
probably deeper than any other student of the sys- 
tem. He is quite aware of the destructive work of 
politicians and willing to call a spade a spade, but 
he leaves one with the impression that there was 
set up with the system a mechanism that was too 
potent to escape the politician and the demagogue. 
Hence there evolved collateral loans by reserve 
banks which made it possible to tap their funds for 
speculative purposes. 

Caroline Whitney, writing on “Discount Policy,’ 
contributes one of the best short discussions of that 
subject available. She then follows with a chapter 
on “The Bankers’ Acceptance Market” and then 
comes an excellent chapter by Eli Tash on “Open 
Market Operations” and his conclusion that with 
courage and breadth of vision on the part of the 
reserve system there was no necessity that “—the 
dislocations resulting from the great war should 
eventuate in a social cataclysm that is world wide 
in scope.” Mr. Boulton continues the subject with 
special reference to the year 1982 and finds that 
“—Federal reserve management became addicted 
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to a philosophy of permanent prosperity” and that 
operations of 1982 failed of their purpose and 
weakened the position of reserve banks. 

All of Part VI is the work of Mr. Louis Shere 
and relates to “Public Finance and Banking.” He 
analyzes the “Debt Situation” and finds that “Only 
a patriotic public disregarding its immediate busi- 
ness interests by maintaining and purchasing par- 
cels of the public debt can prevent the crumbling of 
the government-security prices.” Other striking ob- 
servations include the statement that “The funda- 
mental defect of the American banking system is 
that in practice it permits the mixture of investment 
trust functions with the acceptance of deposits.” 
Many of the current difficulties result from the fact 
that banks are left too largely to their own judg- 
ment in the selection of the types of securities to 
put into their portfolios. The frozen condition of 
assets of reserve banks was the primary cause of 
the abandonment of the gold standard, for “—the 
Federal reserve banks on account of their large 
holdings of United States government securities 
had rendered themselves powerless.” “More than a 
decade in faulty investment and loan policies of 
thousands of banks” slowly fashioned the crisis. 
Finally, “The Treasury outstayed the short-term 
market and now in the least favorable circum- 
stances is about to be compelled to go to the pub- 
lic.” It is evident that Mr. Shere has made an im- 
portant contribution to the volume. 

Dr. Willis is to be congratulated on the high 
quality of the work done by his instructors and 
graduate students and he should have the gratitude 
of instructors in banking for placing at their dis- 
posal in one volume so much valuable material 
bearing upon the “Banking Situation.” It should 
also be said that his own philosophy of banking runs 
strongly throughout the volume and that philoso- 
phy, whatever its shortcomings, does not lack clear- 
ness and conviction. Dr. Willis appears to belong 
to that school of thought which adheres to the 
Banking Principle of control of money and while 
there is much to be said in behalf of that approach 
to the solution of monetary problems, the book 
would have been strengthened by a presentation of 
opposing views. 


E. A. Kixcaw 


University of Virginia 


The Book of the Stock Exchange. F. E. Armstrong. 
(New York: Pitman Publishing Corporation, 
1934. Pp, xiii, 405. $3.00.) 

This new volume dealing with the London Stock 
Exchange does not require a very extended treat- 
ment. It is a book written for students, from the 
student’s point of view. It does not purport to in- 
clude much original material, but does represent a 
simplified description of highly technical matters. 

The author has endeavored to describe the many 
intricate details associated with stock exchanges in 
a way that may be easily understood. Specimen 
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forms are included illustrating the books and 
journals of account used by stock brokers and 
stock jobbers, and the forms necessary for settle- 
ments, etc. “. . . included is all that part of Stock 
Exchange work with which a reasonably well-in- 
formed Clerk might be expected to be familiar.” 

The student is introduced through the medium of 
a discussion of the advantages and disadvantages 
of stock-broking life. A relatively impartial survey. 
is given of the type of personality required for this 
work, wages paid, type of training received, cost 
of memberships, and means of admission. Following 
this is a description of the organization of the Stock 
Exchange, its Constitution, and how the Stock Ex- 
change operates. 

Any description of stock exchange operations is 
necessarily technical in nature. Most of this dis- 
cussion centers around the practices of the London 
Stock Exchange, but some attention is paid to the 
“provincial” exchanges of the British Empire. For 
the most part the methods of these exchanges are 
substantially similar to the methods employed by 
the Stock Exchange of London. 

Preliminary to discussing the functions of stock 
exchanges and what the author terms “arteries of 
the business” a summary discussion is given of the 
science of investments, the factors affecting se- 
curity values, and the various types of securities 
available for purchase. There is no attempt made 
here to add anything to the literature on this sub- 
ject, but the summary is well-written and should 
be of value to students of exchanges. 

The source of the business of the London Stock 
Exchange includes a large number of organizations. 
In addition to the provincial exchanges such as 
Glasgow, Liverpool, Manchester, Dublin, etc., is in- 
cluded that unusual organization known as the 
“Provincial Brokers Stock Exchange” (which ac- 
tually is not an exchange at all), certain registered 
brokers operating under the Finance Act of 1909, 
“outside” brokers, foreign bourses and exchanges, 
banks and discount houses, insurance companies, 
issuing houses, etc. Interesting descriptions are 
given of the inter-relations between these varied 
institutions and the Stock Exchange of London. 
The New York Stock Exchange is the only foreign 
exchange honored with a separate treatment. There 
is also a description here of the methods of issuing 
securities with the aid of underwriting houses and 
prospectuses, The treatments are by no means 
voluminous, but are adequate. 

A substantial part of the book is devoted to the 
technical problems of Official Settlements, Official 
Listings, and Transference of Title. It is this sec- 
tion of the book which draws most heavily upon the 
Official Rules and Constitution. These chapters are 
thoroughly worked out and are excellent state- 
ments of the prevailing London practice. 

An exposition of the history of the London Stock 
Exchange is given as the last part of the book. 

This volume is, obviously, not dominated by the 


se of 
Clear aj 
in 
Sis of iss, 
 one- 
< 
~sixth 
atrib- 
ans,” 
the 
ining 
ingly, 
pe. 
Tities 
ect a | 
and 
k in- 
“In- | 
gical 
pora- 
‘ts in 
from 
Te 
form iq 
pters 
r on 
sight 
SYS 
but 
3 too 
s for 
icy,” 
= 
pter Ma 
then 
with 
ould 4 
wide 
with | 
that | 
cted 
f 
x 
_ 


358 


historical approach and this section on the history 
of the exchange is very brief. 

The greater part of the book is written in an 
elementary style to meet “... the need for informa- 
tion written from the standpoint of the student . . .” 
Considering this approach the book is well-written. 
“The Book of the Stock Exchange” represents a 
complete treatment of the organization and opera- 
tion of the London Stock Exchange. 

F. P. Suirn 

Yale University 


Budgetkontrolle in Industriellen Unternehmungen. 
Dr. Heinz Ludwig. (Berlin: Leopold Weiss, 1980. 
Pp. 124.) 


German accountants have made some very note- 
worthy contributions to accounting literature dur- 
ing the past 15 years. These studies have been 
especially interesting to accountants in the United 
States, because of certain unique adjustments that 
were introduced in accounting practice to meet both 
inflationary and deflationary conditions in Ger- 
many. 

American accountants have also observed with 
considerable interest how German accountants have 
been influenced in their study by new practices and 
procedures followed by business men in the United 
States. 

One of these studies has been recently made by 
Dr. Heinz Ludwig, in his “Budgetary Control in 
Manufacturing Industries.” This book of 124 pages, 
is an attempt to present to German business men, 
the advantages of preparing a budget, as a means 
of controlling all the operations of a business. The 
author gives evidence throughout this book, not 
only of having read widely in the field of budget- 
ing, but also of having observed in practice, the 
technique and methods of budgetary procedure. 
The reader recognizes readily that the author has 
not only a theoretical but also a practical knowl- 
edge of budgetary methods. Even in the preface, 
Dr. Ludwig states clearly the sources of his data 
and the purpose of his book. He says that this book 
was created out of practice, and was written for 
practice. He adds that it was published for the man 
who has heard about budgetary control and wants 
to orientate himself in their field. 

The book contains in part, material that ap- 
peared earlier in the Berlin Tageblatt, Boersen 
Courier, Bankarchiv and in pamphlets that were 
published by the automobile industry of Germany. 
This accounts for the popular style that predomi- 
nates in the book. One would also expect that the 
assembly of previously published articles into book 
form would result in a more or less heterogeneous 
compilation, but such is not the case. Contrary to 
what one would expect, the author has maintained 
an unusual degree of unity and coherence through- 
the book. 


In the first 30 pages, the reader is given a sys- 
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tematic survey of the scope of manufacturing 
budgets, under the following headings: 

1. The Nature of the Budget. 

2. The Preparation of the Budget. 

. Prerequisites for Budget Installation. 

. Procedure for Installing a Budget. 

. Sources of Budget Figures. 

. Control Effected by using Budget Estimates, 
. Revision of the Budget. 

. Organization for Operating a Budget. 

. Results Accomplished by using a Budget. 

The second part of the book, pages 33 to 79, 
consists of a discussion of the importance of ob- 
serving cyclical trends and of making a market 
analysis, as fundamental research, before preparing 
a sales budget. Two practical cases are presented 
to illustrate the procedure. One is the development 
of a sales budget in an automobile factory, the 
other is the preparation of the budget of sales over- 
head for a company affiliated with an automobile 
factory. 

The remainder of the book is devoted to a con- 
sideration of the capital budget, as a means of using 
all of the capital invested, or reducing the invest- 
ment to the needs of reduced operations. Problems 
of expanding the capital structure are subjected to 
the rigid controls of a capital budget. The author 
then concludes his study with a brief explanation 
of how a budget helps the manufacturer to create 
and maintain adequate credit, so that his working 
capital will not be impaired. 

One of the most interesting features of the book 
is the frequent reference made by the author to 
American methods of budgeting, and his generous 
concession that American businesses, especially 
General Motors, have pointed the way which Ger- 
man manufacturers could well afford to follow. On 
page 36, for example, he states that the application 
of similar methods in Germany is not a matter of 
materials, but one of people; that after all it isa 
question of wanting to take up the newer more scien- 
tific methods of budgetary control, and not so much 
a question of being able to do so. 

He is not, however, unfair or unduly critical of 
German manufacturers. He does not always cen- 
sure them for lagging behind, but frequently he 
makes it clear that conditions in Germany did not 
permit of immediate or wholesale adoption of some 
of the American methods. 

Dr. Ludwig uses very readable German, that is, 
an American accountant who wishes to read his 
book and who can read German at all, will find 
little or no difficulty. Heavy periodic sentences are 
well eliminated, and the diction is that of the aver- 
age business man. Simplicity of style and clearness 
of expression characterize this book of Dr. Lud- 
wig’s. 

Although he does not offer anything that is new 
in budgeting to American accountants and business 
men, he nevertheless has summarized well the prog- 
ress that is being made in Germany in the field of 
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budgeting. This in itself is of interest to American 
accountants, and for this reason the reviewer hopes 
that this book will soon find an able translator, so 
that many more American accountants will be able 
to read it, at least in translated form. 

It is interesting to observe how budgeting came 
to America first from Europe, as a means of finan- 
cial control in the government, was adopted here 
in practically all governmental bodies, then was 
transferred into the field of business as a means 
of control over operations, has developed so 
strongly in this country, and now this means of 
control is being transferred back again to Europe 
in this new form of business management, to be 
adopted in turn by German and other European 
manufacturers. 

L, 

University of Illinois 


Business Budgets and Budgetary Control. A. W. 
Willsmore. (London: Sir Isaac Pitman & Sons, 
1982. Pp. 225.) 


This is the first complete treatise on the practical 
application of budget control to business, to be 
published in England. The author, Mr. Willsmore, 
is Budget Officer for Standard Telephones and 
Cables, Ltd. 

As the author states in the preface, the book is 
“largely the outcome of the collection of the neces- 
sary material for” a series of articles on Business 
Budgets, which he published in The Times Trade 
and Engineering Supplement between December 5, 
1981 and February 6, 1932, also some of the text is 
a reproduction of several articles of his on man- 
agement topics, originally written for the Electri- 
cal Review, and includes references from a series 
of articles on Production Control and on Market 
Research, published earlier in the Manchester 
Guardian Commercial. 

The first six chapters present the principles of 
budget preparation and Chapters VII-IX cover 
budget administration. 

It is quite obvious that Mr. Willsmore’s purpose 
in writing the book was to provide English business 
men with a practical discussion of budgetary prin- 
ciples rather than a presentation of a model budget - 
procedure. “‘The purpose of this book is to indicate 
the basic principles of budget control in business 
and to show how these principles can be adopted 
in practice to improve efficiency, reduce waste, and 
increase profits.” (Page 4.) Such information, he 
says, had not been available to English business 
men. They had up to this time been “obliged to 
make use of American textbooks on the subject.” 

His emphasis on principles rather than on pro- 
cedures presents a striking similarity to Mr. J. O. 
McKinsey’s book on Budgetary Control, which was 
probably also the first complete treatise on the sub- 
ject, to be published in the United States. 

Mr. Willsmore is not only an advocate of budget- 
ary control in business, he is a strong defender of 
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its application. He attempts to convince his reader 
that the adoption of budgetary control is inevitable 
and necessary. He praises highly the results that 
are obtainable when a budget is used and cites fre- 
quently the success of American business houses 
that operate under a budget system. He uses to ad- 
vantage some of the data collected by the National 
Industrial Conference Board in its survey of manu- 
facturing industries in the United States, and ad- 
mits that “In America, the use of the budget con- 
trol is virtually standard practice” (page 7) and 
again (page 8) that it is “apparent that the budget 
system has secured a good foot-hold in American 
industry.” 

Conditions in England are summarized thus: “In 
this country, industry is rapidly being reorganized 
on large-scale methods. In the circumstances, it is 
not surprising that the British business man should 
avail himself of the experience gained in America. 
Already, several firms in the electrical and ‘newer’ 
industries—particularly those with transatlantic 
connections—have adopted the budget plan with 
considerable success, and many others are contem- 
plating a similar move.” 

Mr. Willsmore took as his main objective, “to 
indicate the benefits to be expected from the adop- 
tion of budgetary control, and to show how the 
basic principles can be applied in practice to reduce 
costs, secure closer control of inventories and ex- 
penses, and effect a general improvement in the 
efficiency of management, particularly in the direc- 
tion of securing a closer co-ordination of all ac- 


tivities.” 


This purpose is undoubtedly fully realized by the 
author. He does accomplish what he set out to do, 
and he has presented his material in orderly fashion, 
and in clear, understandable English. Ample illus- 
trations of forms and charts are also included. 
Managements of English businesses, accountants, 
statisticians, and industrial engineers will welcome 
Willsmore’s treatise, especially because he has kept 
in mind primarily English conditions and problems. 

He has shown good judgment in pointing his en- 
tire book to the needs and desires of the layman. 
For example, in his discussion of “long-period 
growth,” he explains the simpler method of plotting 
the trend line, and then gives references to statisti- 
cal books for those who wish to use more refined 
methods. Likewise the simpler method of approxi- 
mating seasonal trends is fully explained, and those 
readers who wish to use statistical methods, are ad- 
vised to read standard text books on business sta- 
tistics. 

Whether or not this partiality to lay readers is 
commendable, depends, of course, on whether or 
not the majority of probable readers will consist 
of laymen. At present this will likely be the case in 
England. In the United States, however, budgeting 
has not only been adopted widely, but budgetary 
methods have also been refined, and the subject has 
grown so vigorously from within, that a text book 
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on Budgetary Control written for American busi- 

ness men must, of necessity, include a much larger 

amount of detail, some of which Mr. Willsmore 
has purposely omitted from his book. 

On the other hand, the essential steps of budget 
preparation and the fundamental principles of 
budget administration are fully treated. 

No attempt will be made in this review to men- 
tion all the detail topics discussed in the book, only 
main subjects will be outlined. 

Chapter I. The Sales Estimate. 

Chapter . The Sales Budget. 

(Adjustment of Sales Estimate) 

. The Production Budgets. 

. The Expense Budgets. 

. The Financial Budget. 

. Budget Administration. 

. Forward Planning. 

. Outline of Budget Practice, 
Practice, Budgets for Wholesale 
and Retail Stores, International 
Interest. 

The book offers one feature that is rather unique 
and different from anything published in American 
books on budgeting. On page 156, an entirely new 
master budget form is presented. The upper part 
of the form is very much like a condensed profit 
and loss statement, and the remainder of the form 
shows balance sheet and profit and loss statement 
ratios, that are of value to management. The mas- 
ter-budget form has two major columns for figures, 
one for the actual results of the past year, and the 
other for the budget figures of the coming year. Al- 
though the form is something new to American busi- 
ness men, it has some points of merit, chief of 
which is, that it is a summary of informational data 
that can be used by management before it gives 
final approval to all the detail parts of the budget. 
However, it seems to the reviewer that such a form 
might be more useful to the budget director and his 
committee than to the management itself. Its pur- 
pose is to provide an adequate means of evaluating 
the budget before it is finally approved. This idea 
of a master budget is quite different from anything 
thus far suggested in America. Here, a master 
budget usually means either one of two things, (1) 
future financial statements, including a balance 
sheet as of the close of the budget period and a 
profit and loss statement for the budget period, or 
(2) an assembly into one portfolio of all detail 
budgets in their final form. Business men and ac- 
countants in the United States, however, will do 
well to examine the master budget form suggested 
by Mr. Willsmore, and if they find it practicable, 
adopt it for experimentation. It will no doubt stand 
or fall on its own merits, if and when it is put to the 
test. 

American readers will undoubtedly be not only 
impressed by the frequent citations the author 
makes of successful and profitable budgeting in 
the United States, and his advice to British busi- 
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ness men to go do likewise, but they will also be 
interested in his apologetic explanation of the reg. 
sons why British businesses have lagged in their 
adoption of budgetary procedure. He suggests the 
following as one of the reasons. English citizens, he 
suggests, have used the budget in government for 
a long time, the United States, however, did not 
adopt the budget in the Federal government until 
1921. From 1912 to 1921 much was published ip 
American journals and newspapers, favoring the 
adoption of a national budget. It was this public 
discussion and agitation for a national govem. 
mental budget says Willsmore, that created among 
business men in the United States the desire to ex. 
periment in business also. In England no similar 
discussion existed—hence less attention resulted in 
business budgeting. 

American readers in general will probably not 
question the logic of this explanation. But those of 
us who have become somewhat interested in tracing 
the historical development of business budgeting in 
the United States and have accounted in part for 
its beginnings, would be unwilling to subscribe to 
such a theory. Most of us would insist on account- 
ing for the difference between the speedy adoption 
of budgeting in the United States, and the more 
hesitant attitude in England, by the existence in 
America of a fertile field of industrial expansion, 
accompanied by an intensive study of cost account- 
ing methods. The explanation offered by Mr. Wills 
more therefore seems rather fanciful and unsatis- 
factory. But this is more or less of a minor point 

There arises, however, an unfortunate ambiguity 
of terms for the reader. The author arbitrarily uses 
the term “sales estimate” as meaning something 
different from the “sales budget.” In the early part 
of Chapter III he says, “In the previous chapter, 
a technique was developed for the preparation oft 
sales estimate from a consideration of the trends 
and tendencies of the company’s results, modified 
by market conditions, and to take into account the 
major plans and policies of the business. It must 
not be thought, however, that this forecast repre 
sents the sales budget. A budget is not a mere fore 
cast of the future, but rather a consideration of the 
future expressed in terms of plans and policies for 
the period.” (P. 43.) Mr. Willsmore’s statement is 
true that the sales budget is not final until policies 
are considered, but he goes quite far in designating 
the preliminary forecast a sales estimate and the 
final forecast a sales budget. These two terms are 
generally used as synonyms. Of course Mr. Wills 
more is within his due rights as an author when he 
chooses to limit the meanings of current terms in 
his own discussion, but he might have better chosen 
some other term, such as “preliminary sales budget’ 
instead of sales “estimate.” 

The book is altogether worthy of careful reading 
by all those connected in any way with budgets in 
business, and by accountants generally. There is 
much on the philosophy of business management 
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contained in the volume that may well be heeded by 
management in this country, and certainly should 
be of special value to accountants, both private and 
public, who are expected to interpret the account- 
ing records for management so that it can lay its 
plans for the future wisely and far enough in ad- 
vance. 

In conclusion the reviewer wishes to comment 
favorably on Mr. Willsmore’s insistence on the idea 
that the “object of a budget is to guide rather than 
to control.” Unfortunately there are too many 
budget directors in the United States who believe 
the opposite of this—namely that a budget must 
remain unrevised, it should be rigid—otherwise 
there can be no effective control. Mr. Willsmore’s 
idea is after all much more sound, namely that a 
budget is not to be rigid and set, but revised when- 
ever conditions make it necessary. It is to be a 
guide rather than a mere means of control. 

We were somewhat disappointed, however, that 
Mr. Willsmore did not treat of the administrative 
expense more fully than he did. Probably in Eng- 
land stockholders of corporations have more sub- 
stantial legal protection for their interests than do 
stockholders in corporations in the United States. If 
the budget is to be administered by management, 
itself alone, and management is left to control and 
direct itself, how will the stockholders’ interests 
fare? In the United States, stockholders are insist- 
ing more than heretofore on making management 
directly amenable to the board of directors. That 
calls for a larger interest to be taken in the business 
by the directors themselves, and this can be ac- 
complished to some extent by setting standards 
more accurately for items in the administrative ex- 
pense classification, and then holding management 
more closely to budgeted performance. The prob- 
lem of managerial control implies not only the need 
of control by management, but also the need of con- 
trol over management by the owners, through the 
directors. A business budget should be expected to 
accomplish this also, fully as much as to control the 
operations and activities of all other employes of a 
business. Budgeting management expenses is a 
problem that will face budgeteers of the future, but 
probably it will not become as serious a problem 
in England as in the United States. 

Epwin L, THeE1ss 

University of Illinois 


The Economics of Recovery. Leonard P. Ayres. 
(New York: The Macmillan Company, 1933. 
Pp. 189. $1.75.) 

This book is primarily a statement of the eco- 
nomic philosophy and policies which, in the judg- 
ment of the author, are requisites for business 
recovery. Incidentally, there is presented a discus- 
sion of the causes of our difficulty and a consider- 
able amount of valuable material descriptive of 
earlier business cycles. The author well urges the 
paramount importance of the Great War as a cause 
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of the great depression, observing that the “true 
lesson of this depression is that we cannot afford 
any more great wars.” 

In the author’s analysis the Roosevelt recovery 
program has had two phases. In the first phase the 
measures were directed accurately toward recovery. 
There was the courageous and constructive handling 
of the banking emergency and the reduction in 
certain Federal expenditures in the interest of 
sound governmental credit. But in the second phase 
the measures, such as the AAA and NRA, were 
more for the purpose of reform than of recovery. 
That was a great mistake, in the opinion of the 
author. 

Inactivity in the durable goods industries is 
repeatedly stressed throughout the book as the 
basic reason for continued depression. The NRA 
can contribute nothing toward the revival of these 
industries since it is directed toward increase of 
demand for consumers’ goods. Moreover, the NRA 
and other measures have placed positive obstacles 
in the way of revival of the durable goods indus- 
tries. 

The recovery program should be dominated by 
the policy of removing obstacles to the revival of 
private enterprise, primarily in the durable goods 
industries. Among the obstacles cited are the dis- 
couragement to the flotation of new securities from 
certain features of the recent securities legislation, 
higher production costs as a result of the NRA, 
the fear of further inflationary measures by the 
Federal government, the uncertainty as to the 
attitude of the government toward the profit motive 
in business, and the very heavy borrowings by the 
Federal government for various purposes. 

J. L, Sumer 

Harvard University 


Chain Store Expenses and Profits, An Interim Re- 
port for 1932. Malcolm P. McNair. (Boston: 
Harvard University Bureau of Business Re- 
search, 1934. Pp. viii, 32, $1.00) 


Since 1930 the Harvard Business School through 
its Bureau of Business Research has published 
studies of expenses and profits for six different 
types of chain stores. Except for variety chains 
which are the subject of a separate bulletin, the 
present interim report presents briefly operating 
statistics for the same types of chains for 1982 with 
comparisons with similar statistics found in the 
previous bulletins. Pertinent facts and conclusions 
reached in respect to each type of chain are as fol- 
lows: 

Department Store Chains: A comparison of 1982 
and 1981 shows a decrease in number of stores and 
a decline in net sales. Gross margin has been in- 
creased slightly but expenses have increased far 
more with the result that the net loss has increased 
from 1.19% of sales in 1931 to 2.60% in 1982. 

Department Store Ownership Groups: A com- 
parison is made between the operating results of 
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sixteen department store ownership groups and 
independent department stores. The independent 
stores are slightly better off both in respect to gross 
margin and total expense. Stores in ownership 
groups, however, had a slight advantage in rate of 
stock turn. As might be expected both types of 
stores suffered heavy losses in 1932. 

Shoe Chains: The data for 1931 are too inade- 
quate to justify a comparison with 1932. The out- 
standing characteristic of the operating results of 
shoe chains in 1932 is the high tenancy cost which 
approximates 12% and is almost as large as the 
total expenditure for salaries and wages. The only 
conclusion that can be reached is that many shoe 
chains are expending entirely too much for store 
rent. Shoe chains were better off than large mul- 
tiple shoe stores in 1932 largely because of a sal- 
aries and wages expenditure of 23% of sales by the 
latter type of stores. 

Drug Chains: In comparison with 1931 the op- 
erating results for 1932 show approximately the 
same percentage of gross margin and a substantial 
increase in percentage of expense in 1932. Of con- 
siderably more interest, however, is the comparison 
of large and small chains. “First of all, the con- 
cerns with sales under $250,000 suffered a 26% de- 
cline in sales volume in 1932 as compared with 1931, 
whereas the companies with sales over $1,000,000 
sustained an average loss in dollar volume of only 
a little over 7%. Next, average sales per store were 
much larger for the larger companies. But along 
with the higher sales per store the larger companies 
had a definitely lower rate of gross margin, al- 
though this tendency was not so clearly marked in 
1932 as in 1931. In the total expense rate the differ- 
ence in favor of the larger concerns was very sub- 
stantial in both years. Indeed in 1982 the difference 
in the cost of doing business between the chains 
with sales less than $250,000 and those with sales 
over $1,000,000 was more than 10% of sales. In both 
years the loss ratio was very large for the small- 
volume group, whereas the chains with sales over 
$1,000,000 were the only ones to show any net gain 
in either year. Even in the depression year 1982 the 
companies in this largest group made a reasonably 
satisfactory profit showing. 

“The principal source of the large difference in 
the expense rates was the salary and wage classifi- 
cation: pay roll expense was a much lower percent- 
age of sales for the large concerns, Tenancy costs 
and the allied expense classifications likewise were 
lower for the largest chains. ... It is also to be 
borne in mind that . . . small drug chains and large 
drug chains are essentially different types of insti- 
tutions, handling somewhat different lines of mer- 
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chandise, serving rather different clienteles, requir. 
ing different types of sales personnel, and occupy. 
ing different sorts of locations. This view is sup. 
ported by the rather marked difference in the rate 
of stock-turn shown among these volume groups 
and also by the figures showing the percentage dig. 
tribution of stores in these groups among cities of 
various sizes.” 

Grocery Chains: In comparison with 1931 both 
gross margin and total expense were greater in 
1982. Probably because of a 14% decline in sales, 
the change in expense was slightly greater with the 
result that net profit declined in 1932. Nevertheless 
the statistics indicate that grocery chains suffered 
less during the depth of the depression than the 
other chain stores included in the bulletin. The very 
large chains, in fact, suffered no appreciable de. 
cline in percentage net profit in 1932 and in the ag. 
gregate earned more than 14% of net worth. 

The author in his foreward sets forth clearly the 
reasons for the bulletin and the limitations in in. 
terpreting the operating data which are presented. 
His comments, in part, are as follows: “. . . the 
Harvard Business School has a strong desire to 
continue these studies of chain store expenses and 
profits, not only to provide information to supple 
ment teaching material but also to accumulate a 
record, for the business historian, of business costs 
and profits for important distributive trades dur. 
ing these years of economic and political unsettle 
ment. To facilitate obtaining reports currently, by 
keeping alive the interest of the business concerns 
whose cooperation is essential in this work, the 
School has thought it desirable to publish as many 
as possible of the data on chain store expenses and 
profits that have been obtained subsequently to the 
initial studies, even though . . . some of this material 
is fragmentary and, from a statistical standpoint, 
far from satisfactory. . . . For both variety chains 
and department store chains there can be no ques 
tion that the figures for 1932 are fully representa 
tive: the samples with respect to number of stores 
and volume of sales are very large. The size of the 
sample for the department store ownership groups 
also is fully adequate; and for grocery chains, al 
though the sample is small in number of organiz® 
tions, it is quite large with respect to number of 
stores and volume of sales. For drug chains the 
sample, though considerably smaller, is still satis 
factory; but for shoe chains the sample is admit 
tedly poor, and these data are put forward only a 
tentative.” The reviewer agrees with these criti 
cisms in the bulletin. 


E. H. Gavit 
University of Michigan 
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UNIVERSITY NOTES 


University oF ALABAMA 

Mr. James Going, instructor in accounting, 
is leaving the department to enter the field of 
public accounting. His place is being taken 
by Mr. Langston Hawley. 

Professor C. H. Knight is directing a spe- 
cial study of legislative problems in Alabama, 
devoting his personal attention to tax prob- 
lems. Mr. Knight and Mr. Mitchell are also 
associated with Mr. Carl Jamison in an audit 
of the accounts of Tuscaloosa county. 

Registration in accounting courses has 
shown a decided increase this year. 


University oF Carirornia at Los ANGELES 

New members of the department this year 
are Daniel D. Gage, formerly of the Uni- 
versity of Michigan, who is a lecturer in the 
department; Mr. Rex Morthland and Mr. 
Edwon M. Hall, assistants in accounting; Mr. 
Edward Bennion and Mr. Harry Simons, lab- 
oratory assistants. 

Mr. Howard S. Noble, chairman of the de- 
partment, is revising McKinsey’s “Accounting 
Principles.” The material is now being used 
in mimeographed form. A new course in In- 
come Tax is being offered by Professor Ira B. 
Frisbee and a full year’s seminar in account- 
ing is being given for the first time by Pro- 
fessor Noble in the new graduate school. 


University or Iowa 

Assistant Professor Harry H. Wade has 
just published a set of practice materials to be 
used with his recent text “Elements of Ac- 
counting’ (John Wiley and Sons). 

Mr. S. G. Winter, head of the division of 
accounting, has been named by the Iowa As- 
sociation of Accountants a member of its Com- 
mittee on co-operation with educational insti- 
tutions. 

University or ILLINoIs 

Professor Lloyd Morey has been appointed 
chairman of the special Committee on Govern- 
mental Accounting of the American Institute 
of Accounting. Professor Hiram T. Scovill 
was re-elected to the board of directors of the 
Illinois Society of C.P.A.’s and also appointed 
amember of the Committee on State Corpora- 
tion Laws of the American Institute. 


Unrversity or Kansas 


Professor Leslie T. Tupy is serving a second 
year, on leave of absence, as Chief of the 


Securities Division of the Kansas Corporation 
Commission. Mr. John G. Blocker, assistant 
professor of accounting, is also on leave serv- 
ing as business manager of production activi- 
ties carried on by the Kansas Emergency Re- 
lief Committee. Mr. Blocker received his 
Ph.D. at Kansas University in June; his 
thesis was on “Budgetary Control in Relation 
to Cost Accounting.” 

New members of the department are 
Michael J. Jucius, instructor in accounting, 
substituting for Mr. Tupy, and Carl L. Nel- 
son, replacing Mr. Blocker for the year. 


Louisiana State University 


New assistants in accounting are J. T. 
Johnson, John Watkins, L. F. Mallory, T. L. 
Woodside, Ben Roshton, and Glen Olds. Regis- 
tration in elementary accounting exceeds 300 
this year. 

Professor Earl A. Saliers is preparing a 
text “Fundamentals of Accounting” which will 
be published this spring by Business Publica- 
tions Co. of Chicago. 


University or Micuican 


Dr. W. T. Crandell has left the department 
to take a position in the N. R. A. organiza- 
tion. New members of the staff are Russell 
Bowers and Stuart B. Mead, teaching fellows 
in accounting. 

Professor H. F. Taggart has resumed his 
university work following a year’s absence as 
cost expert with the N. R. A. at Washington. 


University or Missouri 


Dr. Russell S. Rauder, associate professor 
of economics, is on leave of absence for the 
year, acting as Associate Director of the Mis- 
souri State Employment Service. His courses 
are being taught by Mr. Richard S. Spangler. 

Dean Frederick A. Middlebush of the 
School of Business and. Public Administration 
is serving as Acting President of the Uni- 
versity of Missouri as a result of the resig- 
nation of President Walter Williams. 


Onto State University 


Mr. G. Arnold Logan, instructor in account- 
ing, has resigned to accept a position at the 
University of Colorado in the business office 
of the hospital. Mr. Paul J. Graber was ap- 
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pointed instructor in accounting and Mr. 
James R. McCoy assistant in accounting. As- 
sistant Professor D. M. Shonting has returned 
to the staff after a year’s leave of absence. 

The Business Publications Company of Chi- 
cago has just released a book by Assistant 
Professor Russell S. Willcox, “Cost Account- 
ing.”’ Mr. Herman C. Miller has been elected 
President of the Ohio Society of Certified 
Public Accountants. Mr. W. D. Wall, lecturer 
in accounting was elected Treasurer of the 
American Society of Certified Public Account- 
ants at the annual meeting. 


Unrversity or PirtrspurGH 


Professor C. L. Van Sickle has been ap- 
pointed chairman of the Budget Sub-commit- 
tee of the Efficiency and Economy Commis- 
sion, which is making an intensive study of 
the fiscal affairs of the City of Pittsburgh. 

Dr. Charles S. Tippitts has been chosen 
Dean of the School of Business Administra- 
tion. Dean Tippitts has taught at Princeton, 
Iowa State, and Buffalo Universities. 

A new course is being offered in the Col- 
lege of Education on “Methods of Teaching 
Bookkeeping.” In the extension division new 
courses in “Accounting in Law Practice” and 
“C.P.A. Review” are being offered this year. 


PRINCETON UNIVERSITY 


Professor Stanley E. Howard has been ap- 
pointed Chairman of the Department of Eco- 
nomics and Social Institutions succeeding Pro- 
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fessor David A. McCabe, who recently re. 
signed the chairmanship. 


Texas AGRICULTURAL AND MECHANICAL 
CoLLEGE 


Associate Professor T. R. Hamilton is on 
leave of absence to do graduate work at Co. 
lumbia University. Professor T. W. Leland, 
head of the department of accounting, has been 
re-elected president of the Texas Society of 
Certified Public Accountants. 

The Houston chapter of the National Asgo- 
ciation of Cost Accountants is planning 
through its educational committee a series of 
visits to the educational institutions of the 
state. 


CLEVELAND CoLLEGE 


During the summer, John Carroll Univer- 
sity, of Cleveland, established a Department 
of Business Administration, with day and 
evening courses leading to the degrees of 
Bachelor of Science and Master of Science 
in Business Administration. The work of the 
department is being directed by Professor F, 
W. Graff, assisted by Professor J. H. March, 
former members of the faculty of Cleveland 
College of Western Reserve University. 

Carl H. Dawson, formerly instructor in 
business administration at Cleveland College, 
is now connected with Dyke School of Com- 
merce in Cleveland. 

Anne L. Dennis, for the past four years in- 
structor in Cleveland College, has resigned her 
position and returned to her home in Texas, 


American Association of University 
Instructors in Accounting 


Program of the Eighteenth Annual Convention 


Palmer House, Chicago, Illinois 


Thursday, December 27, 1934 
Morning Session—9:30 A.M. 


Methods of Teaching Accounting 
Professor H. T. Scovitzt, University of Illinois, Presiding 


Elementary Accounting—Professor Geoffrey Carmichael, Indiana Univer- 
sity 
Discussion by Professor R. E. Glos, Miami University 
Professor C. A. Fryxell, Augustana College 
Professor R. P. Briggs, University of Michigan 
Professor Leo A. Schmidt, Marquette University 


Cost Accounting—Professor J. C. Gibson, University of Wisconsin 
Discussion by Professor L. O. Foster, Western Reserve University 


Auditing—Professor Henry T. Chamberlain, Loyola University 
Discussion by Professor E. C. Davies, Northwestern University 


C. P. A. Preparation—Professor J. B. Taylor, Ohio State University 
Discussion by Professor S. G. Winter, University of Iowa 


Specialized Courses— 
Survey Course—Professor H. H. Wade, University of Iowa 
Internal Auditing—Professor J. J. Reighard, University of Minnesota 


Luncheon Meeting of Executive Committee 
Thursday, December 27, 1934 
Afternoon Session—2:00 P.M. 
Accounting Research 
Organized by Joun R. Witpman and Professor A. C. Lirrteton 
Professor A. C. Lirrteton, University of Illinois, Presiding 


Possible Objectives of Accounting Research—Professor S. H. Nerlove, Uni- 
versity of Chicago 


Terminology—E. L. Kohler, Arthur Andersen & Co. 
Discussion by Professor Chester F. Lay, University of Texas 


Thesis Preparation—Professor H. C. Miller, Ohio State University 
Discussion by Professor Harvey G. Miller, University of Tennessee 


History—Professor Andrew Nelson, St. John’s University 
Discussion by Professor A. L. Prickett 


Reports—John R. Wildman, Haskins & Sells 
Annual Banquet—7:00 P.M. 
Speaker: Professor Howard C. Greer, Institute of American Meat Packers, Chicago 
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Friday, December 28, 1934 
Morning Session—9:30 A.M. 


Round-Table Discussions 


Organized and presided over by Professor Davin Himmevstau, 
Northwestern University 
Reacquired Stock—Robert Payne, Lawrence Scudder & Co. 
Discussion by Professor David Himmelblau, Northwestern University 
Taxation—Professor E. J. Filbey, University of Illinois 
Discussion by Professor William J. Luby, Northwestern University 


Graduate Study—Professor H. S. Noble, University of California 
Discussion by Professor W. J. Graham, University of Chicago 


Friday, December 28, 1934 
Afternoon Session—2:00 P.M. 


Accounting Relationships 


Professor F. H. Erwetx, University of Wisconsin, Presiding 


Accounting and Code Regulation—Professor H. F. Taggart, University of 
Michigan 
Discussion by Professor W. B. Castenholz, LaSalle Extension University 
Accounting and Law—Professor W. J. Graham, University of Chicago 
Discussion by Professor J. J. Reighard, University of Minnesota 


Accounting and Economics—Professor E. A. Heilman, University of Minne- 
sota 
Discussion by Professor R. P. Briggs, University of Michigan 


Accounting and Budgets—Professor E. L. Theiss, University of Illinois 
Discussion by Professor J. B. Heckert, Ohio State University 


Committee Reports 


Election of Officers 


Local Committee on A.A.U.I.A. Convention: 


Henry P. Chamberlain, Loyola University, Chicago 
David Himmelblau, Northwestern University 
Willard J. Graham, University of Chicago 

David M. Sharer, DePaul University 

J. Edwin Pasek, Y.M.C.A. College of Commerce 
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Federal Tax Accounting 


By J. F. SHERWoop, C.P.A. 


Just revised ; based on the 1934 Revenue Act; in a special loose-leaf 
binder; and kept up to date in accord with current changes in taxa- 


tion. 


It contains six general divisions as follows: 

(a) The Income Tax (d) The Estate Tax 

(b) The Capital Stock Tax (e) The Gift Tax 

(c) The Excess Profits Tax (f) Excise Taxes 
Questions and problems for practice work are provided at the end 
of each chapter. Some of the problems have been selected from 
C.P.A. examinations and examinations given by the American In- 


stitute of Accountants. Others have been selected from actual ac- 
counting practice. 


Price $3.20, subject to school discount. 
SOUTH-WESTERN PUBLISHING CO. 
(Specialists in Business Education) 
Cincinnati—New York—Chicago—San Francisco 


AMERICAN ASSOCIATION OF 
UNIVERSITY INSTRUCTORS 
IN ACCOUNTING 


ANNUAL CONVENTION 


PALMER HOUSE, CHICAGO 
December 26-8, 1934 
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Enhance Your Students’ Opportunities 
of Success in the 


C.P. A. EXAMINATIONS 


With 
Walton’s Revised C. P. A. Coaching Course 


More than 1,300 Walton trained Certified Public Accountants in the United States! 

That is but one of the significant facts in the record held by Walton-trained stu- 
dents . . . certifying that Walton achievement is not just passing good luck. 

A part of that distinction is due to the thoroughness of the Walton C.P.A. Coaching 
Course. This examination coaching course has recently been rewritten and furnishes 
intensive training in solving the practical accounting problems and in answerin 
theory questions on the more advanced theory and practice, cost accounting and fed: 
eral income tax accounting. Ample review is provided in the theory, practice and 
procedure of auditing. A thorough training in business law is also included in this 
work. 

An abundance of training is provided in the preparation of all standard forms of 
statements, sufficient problems of each type being given to assure mastery of prin- 
ciples, technique, and appearance of all such statements. 

The text affords excellent preparation for Certified Public Accountant, Public Ac- 
countant, and American Institute Examinations. 


Federal Income Tax Accounting and Procedure 


The satisfaction of presenting a course that is as modern as the present Income Tax 
law but is prepared to meet the changes that may take place in the future, has been an 
important factor in the wide adoption of Walton Federal Income Tax Accounting. 

Every point pertaining to the current Federal Revenue Act has been treated in this 
text, making ‘it an intensive course in those essentials. usually found only by search 
through regulations, rulings, and court decisions. 

It has been prepared primarily for educational institutions offering courses in 
Federal Income Tax Procedure and has been declared by many instructors to be “the 
most teachable text on the market.” 


WALTON PUBLISHING COMPANY 


332 SOUTH MICHIGAN AVE., CHICAGO, ILL. 


WALTON PUBLISHING COMPANY 
332 South Michigan Avenue, Chicago, III. 


Send me for ninety days’ free examination the texts checked 


( ) C.P.A. Coaching Course. ( ) Federal Income Tax Accounting 


GEORGE BANTA PUBLISHING COMPANY, MENASHA, WISOONSE® 
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